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Assets and Liabilities at Beginning of Audit Period 
By JoserH ROBINSON 


If an audit or examination of assets and liabilities is to be made 
in a satisfactory manner, it is imperative that verification be 
not confined to the transactions occurring during the period 
under review, but that it also include verification of certain of 
the assets and liabilities at the beginning of the period. As 
concerns this verification as at the beginning of the period, the 
usual distinction between a balance-sheet audit, a detailed audit, 
or even a special examination, if it calls for the submission of a 
statement of assets and liabilities, is of no material import. Such 
distinction primarily determines the degree and extent of verifica- 
tion only of the income and expense accounts, and should not be 
considered as a restriction of verification of assets and liabilities. 

A certified (or if not certified, an unqualified) presentation of 
assets and liabilities in an accountant’s report should warrant 
the confidence that their authenticity and adequacy have been 
established in accordance with sound procedure and that their 
classification and terminology are in conformity with recognized 
accounting, financial and legal custom. In the absence of any 
expressed qualification to the contrary, those who are financially 
interested in the client’s business in particular, and the public in 
general, have every reason to assume that the accountant’s veri- 
fication of the assets and liabilities as reported by him was com- 
plete in every respect, regardless of any restriction which may 
have obtained in the verification of the income and expense 
accounts. 

It is to the interest of the accounting profession that this con- 
fidence be so assumed. To be merited, verification must be 
thorough and satisfactory; and to be thorough and satisfactory 
it must not be limited to transactions during the period under 
review but must include the transactions which previously 
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entered into the accounts, where determination of the integrity 
of the balances is contingent wholly upon the correctness of the 
items which entered into their entire composition and which, 
because of the nature of the accounts, permit of no corroborative 
method of verification. 


PREVIOUS EXAMINATION 


Where an audit or examination has previously been made by 
the same accountant (or firm of accountants), verification of the 
assets and liabilities at the beginning date of that period should 
have been made at the previous time. If the audit is not a regu- 
lar annual engagement, such verification should not be inferred, 
and if the accountant in charge of the current audit is dili- 
gently exacting he will refer to his firm’s previous working 
papers to convince himself that satisfactory verification had been 
made at such previous time. Where the audit is a repeat 
engagement, it is not to be expected that the accountant in charge 
of the current audit should unduly concern himself with the 
composition of the assets and liabilities as at the date of the last 
previous audit, except to obtain such information as may be 
required in determining the proper treatment of the accounts 
during the interim period, as, for instance, that which relates to 
established provisions for reserves or for other adjustments, or 
concerns proper classification and terminology. If the account- 
ant should disclose an indication of irregularity which refers to a 
previous period, he should, of course, carry his investigation back 
into that previous period, or at least bring it to the attention of 
the client with a view to obtaining further instructions. 

In comprehensive audit procedure, it is advisable to take (in 
parallel columns) a general ledger trial balance as at both the 
beginning and ending dates of the period under examination. It 
is sufficient for the beginning trial balance to be pest-closing, and 
thus include only the assets and liabilities. The ending trial 
balance should, of course, be prior-closing, and include all income 
and expense accounts; or if the books have been closed an analysis 
of the profit-and-loss accounts should be made. 

If the audit is a repeat engagement, it is generally desirable 
that the assets and liabilities at the beginning date of the current 
period, as shown by the books and as entered in the first two 
columns of the trial balance, should be checked against the bal- 
ance-sheet as submitted at the end of the previous audit period. 


82 


| 
i 
J 


Assets and Liabilities at Beginning of Audit Period 
_ 


It is not at all safe to assume that because all adjusting and closing 
entries of the previous period have been taken upon the books, 
even if recorded and posted by the examining accountant, the 
balances in the book accounts at that date are correct. A con- 
niving person might easily have manipulated the accounts after 
the closing entries were applied, either before or after such 
balances were brought down, especially if the balances were 
brought forward in a new ledger. A manipulation of this kind 
could be made to conceal an irregularity and thus escape detec- 
tion. The beginning and ending trial balances will further serve 
the purpose of readily and conspicuously showing the changes or 
the absence of changes in the accounts during the period, and 
such comparative reflection is very desirable. 

If the engagement is not a succeeding repeat one, satisfactory 
verification of the assets and liabilities at the beginning date of 
the current audit would be accomplished by starting with the 
balances in the accounts at the end of the period previously 
audited, which should be checked against the balance-sheet sub- 
mitted at that date, and by examining the subsequent transac- 
tions. 

If a previous audit has been made by some other accountant 
(or firm of accountants), it is not improbable that such audit 
can be made to expedite the current verification of the beginning 
assets and liabilities. A copy of the report on such audit should 
be obtained and inspected. If agreeable to the client, the copy 
should be retained in the current working papers. If this is 
not agreeable and if the audit was made as of a recent date, a 
schedule should be made of the assets and liabilities reported, 
together with a notation of any material comments as to limita- 
tion of verification or as to any pertinent information disclosed. 
The date of the report, the period covered and the accountant’s 
name should also be noted. 

If the previous audit report sets forth the assets and liabilities 
in such detail and with such information as to evidence sub- 
stantially their authenticity and adequacy as at that date, there 
would appear to be no reason why verification should be carried 
beyond such report, except with regard to more important par- 
ticulars. It can not be expected, however, that any accountant 
should attempt to vouch for the correctness of another account- 
ant’s report, and for sufficient cause there need be no hesitancy in 
making a satisfactory verification notwithstanding any examina- 
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tion which previously may have been made, unless the client 
limits the examination. 


NEW ENGAGEMENT 


If the engagement is a new one, the responsibility for making a 
satisfactory audit is greater than in a repeat engagement, for a 
new engagement always demands the verification of certain of the 
assets and liabilities at the beginning date of the period. If the 
client does not place a restriction upon the engagement by which 
verification is strictly confined to the transactions during the 
period under review, and if no previous audit has been made by 
some other accountant, the beginning verification should be com- 
plete and thorough, substantially in accordance with the sugges- 
tions hereinafter offered. If a restriction was placed upon the 
beginning verification, the report should be so qualified. 

At first thought, it may appear that verification of the assets 
and liabilities at the beginning date of the audit period involves 
an appreciable amount of work. But usually this is not so, as the 
specific verification involves only certain assets and liabilities, 
for verification of the other assets and liabilities is comprehended 
in and attained by the usual scope of verification during the course 
of the current audit. 


TWO DISTINCT PHASES OF VERIFICATION 


There are two distinct fundamental phases of verification of 
accounts. One is verification of the items which entered into 
composition of the balances; the other is verification of that which 
physically or otherwise actually represents the balances (except- 
ing plant properties). The composition may be correct in every 
particular and, based upon that composition, the book balances 
may likewise be correct, but that which actually represents the 
book balances may be greatly out of agreement with those 
balances. Conversely, that which represents the book balances 
may be in exact agreement therewith, but the book balances may 
be materially wrong because of errors in the composition of the 
accounts. 

The nature of the accounts determines the method and degree 
of verification which should be made. Accounts having balances 
which can be proved by independent corroborative verification 
(i. e., physical inspection, except as to plant properties, direct 
confirmation, subsidiary records, or by computation of unexpired 
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amounts) should be so verified for assurance of the integrity of 
that which actually represents the balances, and should be verified 
as to composition only for the actual period under review. Such 
accounts are notes and other securities, inventories, accounts re- 
ceivable, prepaid or accrued expenses, accounts payable and 
outstanding amounts of notes, bonds and mortgages payable and 
capital stock. In such cases, verification as to entire composition 
(other than compliance with stipulations of agreements) is 
accomplished in the regular course of the current audit, for if the 
balances at the end of the period are verified and if the correctness 
of the composition during the period is established, it is generally 
proper to accept the correctness of the accounts as they then 
stand. It is, of course, possible for an irregularity to have occurred 
in some previous period which had been cleared out of the balances 
at the beginning of the current period, but even that would not 
militate against the propriety of accepting the balances at the 
beginning date, because such irregularity would not affect the 
integrity of the remaining balances as actually stated at the end 
of the current period. 

Accounts having balances which can not be proved by inde- 
pendent corroborative verification should be verified as to their 
composition not only for the actual period under review but for 
their entire period of composition, because in the absence of an 
alternative method of verification the integrity of the balances at 
the end of the current period is wholly predicated upon their 
entire composition. It is in respect of such accounts that the 
accountant in charge of the current audit should make satisfac- 
tory verification of the balances at the beginning date of the cur- 
rent period, in addition to verifying the transactions therein dur- 
ing the period. Such accounts are fixed properties and reserves 
for depreciation, depletion, etc.; sinking fund and other fund assets 
and contra reserves; patents, copyrights, franchises and lease- 
holds; patterns, drawings, lasts, electrotypes, etc.; goodwill, 
brands, trademarks, formulas and secret processes; suspense 
items; deferred expenses; accrued commissions and royalties; 
reserve for federal and state taxes; consideration for and account- 
ing requirements of bonds and mortgages payable and capital 
stock; accumulated dividends on preferred stock, and surplus. 

Information should also be obtained regarding the history of the 
accounts of officers and employees and of other receivables or 
payables which do not represent regular trade accounts; and in 
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questionable circumstances, indicating an apparently abnormal or 
subnormal cost of goods sold, some measure of check should be 
made of the inventory at the beginning of the period, if the audit 
also covers the income and profit-and-loss accounts. Such inven- 
tory check should not be at all complicated if the product can 
be identified by serial numbers, as in case of automobiles, ma- 
chines, etc., or if it can be checked by exact computation of the 
quantity consumed during the period, as in cases of natural 
resources or of raw syrup consumed in bottled products. The 
writer knows of an instance where such computation showed that 
the sales contained about twenty thousand more cases of bottled 
goods than could possibly have been produced with the quantity 
of syrup which the records showed as having been consumed. 
Under pressure, the management admitted that the inventory of 
syrup at the beginning of the year had been intentionally under- 
stated. In certain businesses the verification of the consumption 
of stock in trade can and should be carried through the various 
processes. For instance, in a detailed audit of a lumber company 
the stumpage of timber cut is followed through its many processes 
until it is ready for the finished market. The accounting for the 
stumpage further forms the basis for the determination of the 
adequacy of sinking-fund instalments. 

In verifying the composition of the accounts at the beginning 
of the current period, special care should be observed to confine 
the work to procuring only important particulars, since otherwise 
valuable time may be unnecessarily spent in inquiring into an 
interminable mass of details. 

The following suggestions may serve to outline the more im- 
portant particulars which should be obtained in the respective 
instances. Where public utilities are concerned, whose account- 
ing is largely prescribed by the interstate commerce commission 
or, if intrastate, by state commissions, the suggestions should 
not be observed in disregard of any special conflict with such 


prescriptions. 
FIXED PROPERTIES 


The classification of fixed properties includes land, buildings, 
machinery and equipment, floating equipment, natural resources, 
furniture and fixtures, and accounts of a similar nature. Such 
accounts should be examined from the date of organization so as 
to ascertain the propriety of the charge and the basis of valuation, 
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and to determine whether or not a conservative policy has been 
followed in accounting for replacements and extraordinary im- 
provements and for depreciation or depletion, etc. This exami- 
nation usually can be confined to the larger amounts in the 
respective ledger accounts supplemented by reference to journal 
entries, the inspection of vouchers being limited to such items as 
may not otherwise be explained or which may appear question- 
able. Investigations and analyses previously made of such ac- 
counts for invested capital for excess-profits-tax purposes should 
serve to facilitate the verification. The balances should be com- 
pared with insurance coverage, assessed values, appraised values 
(if any), and known valuations of properties of similar businesses 
to test the reasonableness of the book values. 

Values placed by proprietors, directors or stockholders upon 
fixed properties acquired from a predecessor company, from stock- 
holders or otherwise, which may possibly appear unreasonable to 
the accountant, are rather difficult to refute successfully, unless 
fraud can be established. The law generally holds that if prop- 
erty is found to be overvalued and there is no evidence of fraudu- 
lent intent, and if the valuation was of necessity a matter of 
personal opinion and all parties acted in good faith, the valuation 
will stand. But if there is evidence of fraudulent intent or secret 
knowledge of overvaluation, or if the value of the property is 
estimable to a reasonable degree of fair valuation and the valua- 
tion shown is excessive, or if the accountant has actual or reason- 
able evidence of fraudulent overvaluation, he must refuse to issue 
a certificate or if he issues one he must take out of the property 
the excess valuation or expressly qualify his certificate so as to 
disclose the true condition. The inquiry into such acquisitions 
should be made with this right of judgment in mind. 

If capital stock was issued for fixed properties, the agreement 
should be inspected to ascertain that the accounting properly 
complied with the facts. Discount on stock or bonus stock issued 
without legal consideration should never be charged to property 
or other actual asset accounts. If bonds were given in payment 
and if the agreement stipulated that they were to be issued at par 
value, the property accounts should be charged at par notwith- 
standing any lower market which may possibly have prevailed at 
that time, except that if the discrepancy in values was unreason- 
ably large the questions of good faith and of sound accounting 
should be considered. If the agreement stipulated a stated price 
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which was lower than par, the discount should not be charged to 
the property accounts, except that amortization of both interest 
and discount for the actual period of construction is a correct 
charge to property accounts. 

Extraordinary repairs and replacements should be investi- 
gated carefully, particularly as to their depreciable status. It is 
possible for such expenditures to constitute (in effect) a proper 
charge to reserve for depreciation if the reserve had been accumu- 
lated at rates and in amounts sufficiently high to make such treat- 
ment indisputably requisite. However, every legitimate effort 
should be made to circumvent such possible treatment and in- 
stead to treat extraordinary repairs and replacements as deferred 
property charges—but full cognizance should be given to the 
possibilities. Ordinary repairs and renewals, unless too trivial 
to adjust, should of course be rejected as deferred property 
charges. 

If the book values include charges to reflect adjustment or 
appreciation, exact particulars should be obtained to show the 
basis, authority and soundness of such charges. The fact that 
the book values were adjusted to agree with appraisal values 
does not relieve the accountant of the responsibility of verifying 
the other charges to such accounts, for should the accounts 
contain improper transactions the amount of such error would 
be cleared out through a corresponding incorrect amount of ap- 
preciation. 

Increases in valuation which may be substantiated as being 
attributable to excessive provisions for depreciation, or to the 
charging off of improvements or repairs which should have been 
capitalized, would not represent true appreciation but would 
represent a restoration of previous profits to earned surplus. 

Proper clearance should have been made from the accounts 
for the entire book value of any assets which may have been sold 
or abandoned, including the reserve for depreciation. 

The property accounts should be stated at full contracted cost, 
and any balance payable thereon should be set up as a liability. 
Under ordinary conditions cash discounts earned on the purchase 
of fixed properties should not be treated as income but should be 
treated as a reduction cost. In the absence of any indication of 
irregularity, it is not generally the custom to examine titles to 
properties. However, if property was acquired by gift or by pur- 
chase from an officer, director, stockholder or other person who 
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had influence in the business, the titles should be examined to 
prove actual ownership. 


RESERVES FOR DEPRECIATION, APPRECIATION, ETC. 


The reserves should be examined to ascertain that proper 
provisions had been made in all years for depreciation, depletion, 
obsolescence or other form of exhaustion or extinguishment. Not 
only should adequate provisions have been made, but if provisions 
have been claimed for federal income-tax purposes (and also made 
on the books) at obviously excessive rates, consideration should be 
given to the probable liability for an additional assessment. In 
the latter event, consideration should also be given to the increase 
in surplus which would result from a restoration of such excessive 
provisions, and in view of this circumstance a probable additional 
assessment of only a comparatively small amount could be dis- 
posed of by way of comment, without necessitating an adjustment. 

If the property accounts are carried at appreciated values, the 
depreciation, etc., written off or set up as a reserve should be 
examined specifically for the purpose of ascertaining whether the 
provisions were calculated upon actual cost or upon the appre- 
ciated values. For federal income-tax purposes depreciation on 
amounts which represent appreciation is a proper charge against 
operations only if the appreciation was based upon March 1, 1913, 
values. 

The soundly conservative accounting for depreciation of appre- 
ciation is to charge the provisions directly against the specific 
surplus or reserve account which was credited as a contra to such 
appreciation. If the operating charges for depreciation were 
calculated upon the appreciated values, the accountant would 
have to choose between rejecting and eliminating as operating 
charges the amounts which represented depreciation on apprecia- 
tion, or including such amounts as operating charges and expressly 
qualifying the income account in that respect. The latter course 
is always advisable, as it is quite easy for the accountant to go 
beyond his province in eliminating from his report transactions 
which were not illegal and which were taken up on the books in 
the regular course of business. 

While it is well recognized that under conservative and proper 
accounting theory appreciation should not be given expression in 
the accounts, unless for tax purposes, except as contra memoran- 
dum accounts, accountants should bear in mind that preferences 
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as to conservative and proper treatment should not lead them into 
taking an arbitrary or inflexible stand as to the treatment of such 
appreciation in their reports, in disregard of the way in which it 
was treated on the books. 


LEGAL INHIBITION RELATED TO APPRECIATION 


It seems that the only legal inhibition relating to the question of 
reflecting in the accounts appreciation of assets, other than regu- 
lation by federal income-tax laws, is embodied in the statutes of 
most (and probably all) states, which provide that dividends 
(other than liquidation) can be paid only out of earned profits. 
It is highly doubtful that the provision as to earned or realized 
profits would ever be held to exclude profits on sale of capital 
assets, or any actual profit which may have been realized from 
transactions other than the regular operations: at least it is sound 
accounting to treat such profits as earned surplus. 

Notwithstanding this inhibition, there have been innumerable 
cases in which appreciation not only was merged with the general 
surplus, but where cash dividends were also paid out of such ap- 
preciation. The extremity is reached when cash dividends are 
paid out of appreciation, and even then there appears to be no 
actionable recourse unless payments to then existing creditors or 
to holders of preferred stock are thereby jeopardized. Statutes in 
this relation usually provide that the directors of the corporation 
in whose administration the dividends shall have been declared or 
made, except those who may have caused their dissent therefrom 
to be entered upon the minutes of the meetings of directors at that 
time or who were not present when such action was taken, shall be 
liable jointly and severally to such corporation and to the creditors 
thereof to the full amount of any loss sustained by such corpo- 
ration or by its creditors, respectively, by reason of such dividend. 
As a rule, it may be said that only the state and those who were 
financially interested at the time of such payment can complain, 
and then only in event of jeopardy as a consequence. 

The accountant is neither a prosecutor nor a governing author- 
ity, and it is hardly within his province to attempt to set aside 
or regulate transactions which may be in technical violation of 
inhibitions but which are amenable to actionable recourse only 
in event of subsequent jeopardy to those who were directly 
interested, and he certainly would be without right if such parties 
had subsequently been satisfied in full. The accountant’s obliga- 
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tion is to make certain that in his report there will be no conceal- 
ment or misrepresentation of material facts, and that, in so far as 
it may be within his province, the appreciation will be treated in 
accordance with proper accounting theory. His responsibility is 
discharged when he clearly qualifies or describes the surplus as 
shown in the balance-sheet. 


REALIZATION OF APPRECIATION THROUGH DEPRECIATION 


If the provisions for extinguishment include depreciation of 
appreciation and if the provisions were charged by the company 
against operations or directly against earned surplus, and if such 
charges are permitted to remain, it is usually desirable that ad- 
justment be made in the accounts to give effect to realization of 
appreciation through depreciation, provided the appreciation was 
not originally merged with the general surplus. That is, the 
amount that represents the accumulated depreciation of apprecia- 
tion which was written off against operations would be charged to 
the contra capital surplus or reserve for appreciation account and 
credited to earned surplus. This transfer accomplishes the same 
effect with respect to the earned surplus as would be accomplished 
by charging such provisions directly against the contra account 
instead of reflecting them in the earned surplus as charged in the 
income account. While usually desirable, such transfer is not at 
all essential, as it is properly within the judgment of the manage- 
ment to continue to carry such realized appreciation as a special 
reserve, as capital surplus, or as some other form of segregated 
surplus. 

It is proper under certain conditions to reflect as a credit in the 
income account the amount which represents the realization of 
appreciation, but, as concerns the final net earnings for the year, 
this has the effect of charging profits only with the actual de- 
preciation based on cost, exactly as if the depreciation of appre- 
ciation were charged directly to the reserve account. 


SINKING FUND OR OTHER FUND ASSETS AND CONTRA 
RESERVES 


The verification of sinking fund or other fund assets and contra 
reserves is not limited to proving the existence and ownership of 
the assets which actually represent the fund balances, but should 
essentially include a determination of the correctness of the basis 
of the periodical accumulation of such funds and provisions for 
contra reserves. The trust deed or other instrument under 
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which the funds were created should be examined and the cal- 
culations of the instalment accumulations should be carefully 
verified. It has often been found that some of the requisite pay- 
ments to the sinking fund have not been made. Failure to make 
such payments not only creates a potential current liability, but it 
virtually constitutes a breach of the agreement, and if the breach 
should continue for such time as no doubt was stipulated therein, 
the creditors would be empowered to assert their rights. Also, it 
is customary for the instrument to contain a stipulation that 
dividends shall not be paid out of profits prior to compliance with 
the requirements. 

Particular caution should be exercised to ascertain whether or 
not the requirement as to provisions for the retirement reserve 
embraces also the regular provisions for depreciation or exhaus- 
tion. The depreciation charge is an operating expense and 
should, of course, be provided for regardless of sinking-fund 
requirements. The retirement provision (exclusive of such 
portion as may actually represent depreciation) is a charge against 
free surplus to create a restricted surplus, and is in no sense an 
expense, but is really an impounding of profits. To carry out 
both charges simultaneously would not result in a double charge 
against operations but would result in a double charge against free 
surplus. Such regular diminishment and additional restriction of 
otherwise free surplus places an unnecessary burden on common 
stockholders during the periods of the maintenance of the sinking 
fund, inasmuch as the surplus available for dividends will have 
been doubly reduced. 

If the sinking-fund reserve comprehends also the depreciation 
provision, the proper treatment to avoid a double charge against 
free surplus would be to charge the portion of the sinking-fund 
provision which represents depreciation directly against opera- 
tions and to charge the remaining portion, which represents the 
additional temporary margin of safety to the creditors or pre- 
ferred stockholders, as an impounding of final net profits. In 
this case two distinct reserve accounts would have to be carried 
on the books to reflect the sinking-fund requirement, one as a 
depreciation reserve, the other as a retirement reserve segregation 
of surplus. Upon final accomplishment of the purpose of the 
requirement, only the retirement reserve should be credited back 
to free surplus, the depreciation reserve remaining as an asset 


diminishment. 
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The treatment of sinking-fund reserves is fully covered in 
Montgomery’s Auditing Theory and Practice, Vol. 1, third edition, 
pages 283-286, and also in Kester’s Accounting Theory and 
Practice,Vol. II, second edition, pages 471-473. 


PATENTS, COPYRIGHTS, FRANCHISES AND LEASEHOLDS 


Accounts such as patents, copyrights, franchises and leaseholds 
should be examined to obtain their concise description, their 
authenticity and basis of valuation, dates of acquisition and the 
exact periods of time for which the rights or privileges were con- 
veyed. In each instance formal documents should be inspected 
to support the legitimacy of the account. If the account has 
been so named simply as an offset to capital stock, without authen- 
tic consideration, or if it is in any other way of the true nature 
of goodwill, the accountant should insist upon a renaming 
to represent clearly the exact facts. The accounts should be 
charged only with actual cost. Expenses of litigation which do 
not add any actual value to the grants should be written off 
within the year. If the book values do not represent actual 
costs, but represent values based upon arbitrary estimate or upon 
independent appraisal, either as of March 1, 1913, or subsequent 
thereto, the basis, authority and soundness of such values should 
be determined so that any fictitious value (if such can be estab- 
lished) can be rejected, or so that specific qualification in respect 
thereof can be made directly on the balance-sheet. Any appre- 
ciation subsequent to March 1, 1913, will not be recognized for 
federal income-tax purposes. 

Proper provisions should have been made in such amounts as 
will extinguish the book values before or upon expiration of the 
designated time periods, the charges for which should be treated 
in accordance with the general procedure as outlined in respect 
of property accounts, as concerns both actual cost and appreci- 
ated values. 

A patent is granted in this country for a term of 17 years, and 
a copyright is granted for a term of 28 years with the privilege of 
renewal, under certain conditions, for another 28 years. Their 
principal value lies in the fact that they grant monopolistic rights, 
and as these rights cease upon expiration their value is then 
practically ended. Even though some intangible value may 
continue with the production of an article under such a grant 
after the rights thereunder expire, it is the settled custom to 
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write off the entire cost within the legal life of the grant (which 
in case of copyrights would be within the first 28-year period). 
However, it often happens that such rights do not remain valua- 
ble during the entire life of the grant, because of obsolescence or 
other terminating factors, and circumstances may require that 
the remaining value be written off in any one year, or that the 
sound value be based upon frequent downward revaluations. 
Franchises are granted for many different privileges and for 
various periods of time, and their entire cost should be extin- 
guished upon expiration (sometimes before expiration) of the 
specified period, with due consideration to the conditions obtain- 
ing in each individual case. 

Leaseholds should be amortized during their terms of life from 
the date of purchase. While no mention of them is made in the 
1917, 1918, 1921 or 1924 income-tax laws, the treasury has issued 
regulations dealing with their treatment. 

Patents, copyrights, franchises and leaseholds may be depre- 
ciated for federal income-tax purposes, subject to the regulations 
issued by the treasury. 


PATTERNS, DRAWINGS, LASTS, ELECTROTYPES, ETC. 


Patterns, drawings, lasts, electrotypes, etc., often represent 
large expenditures, and are difficult for the accountant to value 
soundly. The importance of conservative treatment in dealing 
with them is succinctly set forth by Montgomery in his Auditing 
Theory and Practice, Vol. 1, third edition, pages 189 and 190, as 


follows: 


“If they (patterns, etc.) are used for stock, or regular output, their value 
depends upon their life and upon the probability of renewed use. If 
acquired or made for special jobs, their residual value is small, and the 
cost should have been a charge against the jobs themselves. . . . The 
auditor may meet with strong opposition in his efforts to reduce this item 
to a reasonable value, for it represents the skill and often the affections of 
the proprietors, who dislike to see its value depreciated. 

“ However, the auditor must be firm and must decline to set up senti- 
mental values as tangible assets. 

“The charges against the account are usually cumulative, i. e., they 
follow the output almost automatically, whereas, if any considerable 
percentage of the old patterns, etc., were available for use, the additions 
to the account would not keep pace ayaa swoage with the production, 
but would increase less rapidly. The auditor should apply these tests 
before accepting the book valuations. 

“‘Wherever feasible, he should advise that a conservative course be 
followed, such as writing down the book value to forced sale value.” 

(The arguments as to patterns apply equally to electrotypes, woodcuts, 
etc.) ‘‘Conservative publishers charge off almost the entire cost of plates 
as a direct cost of a first edition, and they are careful to revalue the balance 
of the account frequently. If a book or other publication is successful, the 
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cost of plates, etc., can be readily absorbed in its cost, but if it is not suc- 
cessful, no reorders can be looked for and it would be folly to the 
plates in the balance-sheet at any valuation except as scrap metal. A 
number of bankruptcies have occurred in the publishing business through 
disregard of the uncertain value of such assets.” 


The verification of the basis of valuation of such accounts and 
the provisions for extinguishment should be established in general 
accordance with the foregoing principles, and in substantial 
conformity with the procedure as outlined in respect of property 
accounts, as concerns both actual cost and appreciated values. 

With regard to the tax treatment of such items, under the 1917 
regulations it was required that the cost of successful patterns, 
etc., be capitalized and written off over their life, but under both 
the 1918 and 1921 laws the regulations permitted the taxpayer the 
option of capitalizing such items or of writing them off as expense 
within the year. No doubt the regulations to be issued under 
the 1926 law will contain a like provision. Where the “‘salable”’ 
life of certain books will expire before the copyrights, the treasury, 
when all facts have been placed before it, will permit the cost to 
be spread over the income-earning period. 


GOODWILL, BRANDS, TRADEMARKS, FORMULAS AND SECRET 
PROCESSES 


Accountants have often found that the class of items included 
under the titles of goodwill, brands, trademarks, formulas and 
secret processes covers a multitude of sins, for such items fre- 
quently are the dumping ground for fictitious considerations as 
offsets to capital stock. If they were acquired through bona-fide 
purchase, it should be quite simple to determine their authen- 
ticity and basis of valuation. If they were acquired at the time 
of taking over a predecessor business and if they merely represent 
a balancing amount between other assets and liabilities, the agree- 
ment should be examined and the other assets and liabilities 
should be scheduled so that the balancing amount can be specifi- 
cally verified. If such items were taken up on the books of a 
going business to give expression to arbitrarily estimated or 
independently appraised values, as a contra to capital stock, 
surplus or even a liability account, the basis of valuation and 
the authority for such action should be ascertained. 

The appreciation of such accounts, as well as any other fictitious 
value which they may represent, should be looked upon with 
suspicion. However, it should be remembered that unless fraud 
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can be established the judgment of the management of a business 
is not to be lightly impugned in matters of valuations. Ina large 
measure, the public has grown to be rather skeptical of valuations 
assigned to items of this class, and it seems well recognized 
that there is very little within the province of the accountant 
in passing upon the soundness of the values. At least he 
should in every case ascertain the basis and authority for valua- 
tion, the consideration given and, if recorded by way of appre- 
ciation, the offsetting account which was credited. The treat- 
ment of appreciation and the amortization of appreciation should 
be in accordance with the procedure as outlined with regard to 
property accounts. The accountant’s primary responsibility in 
dealing with such items is to make certain that the true condition 
and the exact facts are clearly reflected in the balance-sheet. 

For income-tax purposes, no claim for depreciation, as such, of 
items of this class will be allowed. However, when goodwill was 
purchased or had a value March 1, 1913, and later declined in 
value on account of national or state prohibition, depreciation in 
the nature of obsolescence will be allowed. Also obsolescence of 
assignable goodwill is allowed in exceptional cases, usually upon 
discontinuance of business. Brands, trademarks, formulas and 
secret processes likewise are not subject to annual depreciation, 
assuch. The fact that a trademark can be registered for a period 
of 20 years, with privilege of renewal, does not give it a definite 
life within the meaning of the income-tax regulations. However, 
if after acquisition these latter items are found to be worthless 
their cost may be charged off during the year in which the worth- 
lessness was discovered. In all such cases the cost must be 
established to the full satisfaction of the commissioner of internal 
revenue. 

Notwithstanding the question of deductibility of such items 
for income-tax purposes, attention should be given to the ques- 
tion of writing down such assets to a nominal value as a measure 
of financial conservatism. It seems that custom has left this 
question entirely to the judgment of the business management. 
Established practice apparently sanctions the indefinite carrying 
of goodwill at the value at which it was originally acquired, or 
even to which it subsequently appreciated. Its actual value 
fluctuates so, and there is so much uncertainty in any attempt to 
adjust its book value, that by common consent it is generally 
left alone, except in the event that earnings are unusually large, 
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when it is sometimes written down. It is so commonly used as 
an offset to over-capitalization and it is so often viewed with 
suspicion that the recent tendency with certain large concerns 
has been to write it off gradually. 


SUSPENSE ITEMS 


Sufficient analyses should be made of any accounts which are 
carried in suspense to disclose their true status, to ascertain their 
correct terminology, degree of liquidity and probable disposition, 
and to show whether or not any provision should be made for 
possible loss upon disposition or for any unrealized profit which 
may possibly be reflected in the particular transaction. 


DEFERRED EXPENSES 


The investigation of deferred expenses should disclose whether 
or not the accounts represent items which may properly be 
written off over a reasonable period of years and should make cer- 
tain that adequate provisions have been charged off during the 
period since the items were first considered as deferred expenses. 
If the facts are such that the expenses are not properly deferrable, 
the accounts should be rejected as asset items and written off on 
the books. Such amounts as may be chargeable to the respective 
years under review should be so treated and the balance should 
be charged directly against surplus. . 

The accountant should also ascertain the deductibility or 
non-deductibility of the respective items over such period which 
may have been claimed for income-tax purposes. Organization 
expenses can not be written off for tax purposes over a period of 
years and can not be claimed during the year in which they were 
incurred or paid, but must be treated as capital expenditures. 
If large amounts of such unallowable items were claimed as deduc- 
tions the taxes will have been understated for those years. 


ACCRUED ROYALTIES AND COMMISSIONS, ETC. 


It is not always practicable to obtain a written confirmation 
of amounts due on royalties, commissions, etc. For instance, 
many publishing concerns which sell their periodicals on the 
instalment plan, and which pay certain commissions only as 
collections are made, frequently have disputes with the salesmen 
as to the amounts of commissions, and they are not willing that 
the amounts accrued on the books be disclosed to the salesmen. 
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Even if a confirmation can be obtained, it should be looked upon 
as a secondary corroboration; the contracts should be examined 
and a close check made of the calculations of the liabilities as set 
up on the books. The accountant should not only guard against 
understatements of such accounts, but he should look for possible 
overstatements which may have been calculated in hope of avoid- 
ing taxes. Unless verification can be made to the accountant’s 
full satisfaction, the report should be quaiified. 


RESERVES FOR FEDERAL AND STATE INCOME TAXES 


The determination of the correct federal and state income-tax 
liabilities and the adequacy of the provision therefor is one of the 
most important features of the accountant’s investigation, and 
when the examination is for refinancing or merger purposes its 
importance can not be too strongly stressed. 

In a new engagement, the federal income-tax returns should 
be examined for possible underpayments for all years subsequent 
to the period under which the right of additional assessment by 
the government has become outlawed. 

In examining for possible overpayments, the accountant should 
bear in mind that the taxpayer is not barred from recovery in all 
instances in which it may ordinarily appear that claims for refund 
are outlawed. The exception is provided for in the act of 1926, 
section 284(c), as follows: 

If the invested capital of a taxpayer is decreased by the commissioner, 
and such decrease is due to the fact that the ween pe failed to take ade- 
quate deductions in previous years, with the result that there has been an 
overpayment of income, war-profits, or excess-profits taxes in any previous 
year or years, then the amount of such overpayment shall be credited or 


refunded, without the filing of a claim therefor, notwithstandin > the period 
of limitation provided for in subdivision (b) or (g) has expir 


Similar provisions were contained in the acts of 1921 and 1924, 
and under these provisions ihé right to demand such refunds 
extends as far back as 1909, the first year in which there was a 
federal tax on corporate income. 

Special attention should be given to the effect of sales of fixed 
assets upon the tax liability to be set up in the balance-sheet. 
The 1924 revenue act lays down certain principles to be fol- 
lowed in ascertaining the profit or loss upon disposition of prop- 
erty. In many cases the profit or loss so determined will not 
differ very materially from the profit or loss reflected on the 
vendors’ books, and in consequence the use of the net income 
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shown by the books in compiling the tax liability will not, in 
such cases, produce any material error. 

However, the 1924 law provides for the use in certain cases of 
a “basis” other than cost in arriving at the profit or loss to be 
considered for tax purposes. In some instances, the profit to be 
included in taxable net income will be so much greater than that 
shown by the books that the tax liability computed on the basis 
of book income would produce a materially erroneous result, 
with corresponding distortion of the balance-sheet. 

In case of sale of property which had been acquired after March 
1, 1913, and the book value written up, the profit would be figured 
on actual cost and not on the appreciated value. 

In order to prevent the setting up of a tax liability materially 
different from the correct amount, all sales or other dispositions 
of property involving large sums of money should be carefully 
investigated and full details obtained of the method by which 
such property was acquired. If the purchase consideration was 
cash, no further investigation is necessary. If the property was 
otherwise acquired, it will be necessary to give further consid- 
eration to the basis to be used in computing the taxable profit 
on the transaction. 

As an example showing the need for careful investigation, the 
following may be considered: A owns certain property which 
cost him $400,000 in 1914. In 1921 a corporation is formed 
which issues to A all its outstanding stock (except qualifying 
shares) of a par value of $2,000,000. The corporation enters the 
asset on its books at the par value of the stock issued therefor. 
In 1924, this property is sold for $2,500,000, depreciation of 
$200,000 having been provided since its acquisition. The profit 
per books will be $700,000. The taxable profit under the 1924 
law will, however, be at least:$2,300,000 since the basis will be 
that which would have been used‘Wy A, adjusted for depreciation 
allowed. A tax reserve computed on the book profit of $700,000 
would be insufficient to the extent of at least $200,000. 

Even if the asset in question had been transferred to another 
corporation for all its stock, the same basis as would have been 
used by A will be applied when the asset is sold. The constitu- 
tionality of this procedure has been questioned but from the 
balance-sheet viewpoint the tax liability should be computed in 
accordance with the law as it now stands. Cases such as this 
are not uncommon, particularly where patents or other intangi- 
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bles are involved, and they illustrate the necessity for considering 
most carefully the tax liability set up in the balance-sheet. 

In addition to examination of the returns, the correspondence 
file covering income-tax matters should be requested and perused. 
A record should be made of the findings by the treasury in the 
audit which it may have made of any returns, and of the status 
of any exceptions noted. Unless the accountant is able to pro- 
cure from these respective sources information to his full satis- 
faction, he should obtain from the management a signed state- 
ment of the correctness of the tax liability as shown by the 
books and the absence of knowledge of any exception or addi- 
tional assessment which may have been noted by the treasury, 
and appropriate qualification should accordingly be made on the 
balance-sheet or in the report. 

It should be remembered that where state tax laws closely 
parallel the federal income-tax laws, a material misstatement of 
federal income taxes will indicate a similar misstatement of state 
taxes. In New York, corporations pay a franchise tax of 4% 
per cent. based upon practically the same taxable income as was 
reported to the federal government. Therefore, it is quite im- 
portant that in providing for additional federal income taxes, 
including interest and penalties (if any), provision should also 
be made for possible additional state taxes. 

Provision for taxes which are payable on the current year’s 
income and for additional assessments which have been finally 
authorized and the dates of payment of which have been deter- 
mined should be treated as current liabilities. Provisions which 
are virtually certain, but which are still problematical as to final 
assessment, exact amount and period of payment, need not always 
be classed as current. In some circumstances, particularly if the 
proposed additional taxes are uncertain or are being contested, 
such provisions need not be included in the liabilities, but may 
properly be covered by a qualifying note on the balance-sheet. 


BONDS AND MORTGAGES PAYABLE AND CAPITAL STOCK 


Authorizations for the issuance of bonds, mortgages and capital 
stock should be carefully studied to determine that proper 
accounting had been made for the considerations received and 
that the discount thereon, if any, had been properly recorded and, 
as relates to bonds and mortgages, adequately amortized. Exact 
details should be obtained as to description, interest, rate and 
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maturities of bonds and mortgages, the designated trustee (if any) 
and the property mortgaged as security. The verification of 
sinking-fund requirements in respect of bonds and mortgages has 
previously been discussed. 

As distinct from the usual verification of the outstanding capital 
stock as shown by the general ledger by listing the outstanding 
certificates as shown by the certificate book and by inspecting the 
stock record book, the accountant should inspect the minutes or 
specific agreements covering the issuance of the capital stock so as 
to determine that proper accounting had been made for the con- 
siderations received. It is important that the offsetting charge 
was made to the proper account. If cash was received, the 
receipt should be checked into the cashbook; if property accounts 
were charged, the particular accounts and the basis of valuation 
should be checked; if personal accounts were charged, it should be 
ascertained whether theaccountsarestill carriedasreceivables, either 
as accounts or notes. Receivables which represent uncollected 
stock subscriptions should always appear as uncollected stock sub- 
scriptions, and should under no conditions be merged with the 
regular trade receivables. Failure to collect the latter results in a 
charge against profits. Failure to collect stock subscriptions 
does not decrease the profits or surplus, but decreases the off- 
setting capital stock. 

Full details should be obtained as to the exact class of the 
stock, the par value, or in the case of no-par common stock the 
amount (if any) declared to have been paid in, and in cases of 
preferred stock the dividend rate, and whether cumulative, non- 
cumulative, participating, etc. 

Any provisions for the redemption or conversion of preferred 
stock should be noted. The amount at which no-par stock is 
carried usually represents the proceeds of the sale of the stock. 
When, however, it is required by statute or for other special 
reason that no-par stock be carried at a stated value, the excess 
of the amount for which the stock was sold over the stated value 
should be considered as capital surplus. 

In investigating the capital stock as issued, it should be borne 
in mind that the issuance of the certificate itself is independent of 
the issuance of the actual stock.* While it is not essential that a 
certificate be issued concurrently with the issuance of the actual 
stock, if a certificate is illegally issued and passes into the hands of 


* Conyngton's Corporate Management, Sec. 32. 
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an innocent holder, it is a valid claim against the corporation. 
Stock which has been unqualifiedly subscribed, or conditionally 
subscribed and the conditions complied with, and accepted, no 
matter if unpaid either in full or in part, is issued stock, and the 
subscription dues should be considered as an asset unless the sub- 
scriber has forfeited his rights so as to give the company power to 
annul his subscription and unless such annulment has been made. 
The certificate merely evidences the ownership of the stock. 

The treatment of discount on capital stock depends upon state 
laws and the particular facts. If it is permitted by statute to 
issue original stock at a discount, there is, of course, no question as 
to showing the discount as such. If prohibited by statute, but if 
nevertheless issued at a discount by agreement with the sub- 
scribers, in some states the subscription would be void, whereas in 
other states the agreement alone is void provided there was fraud 
upon the other stockholders or upon creditors. In the latter 
event, those injured could enforce payment of the discount. But 
in most states, if there is no fraud upon the other stockholders, 
and no rights of creditors intervene, and the subscription is not 
necessary to make up the amount of stock required by the charter, 
so that there is no fraud upon the state, the agreement is binding 
upon the corporation and the other stockholders.* 

Real discount on stock is not collectible by a corporation and it 
is not an asset. It is not a deferred charge. It is absolutely 
valueless, yet it is not a loss. It is not a liability of the corpo- 
ration as an entity to its stockholders. It is, in effect, nil. It 
merely represents a difference between the par of the capital stock 
and the actual value of the consideration received therefor. It 
should be extinguished only as a direct charge against surplus. 
There is no legal requirement for its extinguishment, but it is 
preferable that it be written off so that the par value will in time 
become real (except for possible losses). The unextinguished 
discount should be shown as a deduction in the capital section of 
the balance-sheet or as the last item on the asset side, after first 
showing the total assets. In the latter instance, the caption 
“capital’’ should not be used to describe the combined capital 
stock and surplus. 

Any issuance of stock not properly authorized should be noted 
so that appropriate qualification can be made on the balance- 
sheet. The writer recalls two widely separated instances where 


* Clark's Corporations, second edition, page 297. 
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stock certificates were issued without any consideration whatso- 
ever and were pledged as collateral to bank loans. In the hands 
of innocent holders such certificates can be enforced against the 
corporation, and if creditors or other stockholders suffer loss as a 
result the offending officers can be held personally liable. 


ACCUMULATED DIVIDENDS ON PREFERRED STOCK 


Passed dividends on preferred stock are not a liability until 
they have actually been declared. Some accountants incline to 
the extreme view that a passed preferred-stock dividend be- 
comes, in effect, declared if a common-stock dividend is declared 
during such passed period. This view is not sound. The sound 
view is: ‘‘A dividend paid before reserving profits, where the by- 
laws require antecedent reservation, or one paid to common share- 
holders ahead of an accumulated dividend to cumulative pre- 
ferred shareholders, is classed as illegal.’’* 

It is important that the amounts of the passed dividends be 
calculated and that a qualifying note be made on the balance- 
sheet, because such amounts become a lien on the surplus as 
concerns common stockholders. They also usually become part 
of the principal amount due preferred stockholders, who are also 
preferred as to assets upon dissolution. 


SURPLUS 


The surplus should be analyzed so as to segregate the earned 
surplus from the so-called capital surplus. The latter term has a 
wide range of meaning, often including all accretions to capital 
other than regular operating earnings. True capital surplus 
should be restricted to represent only contributions by the 
owners of a business, such as original paid-in surplus, premiums 
on capital stock, subsequent contributions by stockholders, etc. 
Appreciation arising from re-appraisals preferably should be 
shown as reserve for appreciation, or surplus from appreciation 
or other identifying caption. Surplus arising from outside gifts 
should be referred to as donated surplus. Surplus arising from 
the sale of capital assets may properly be included in the earned 
surplus, but should be so indicated in a detailed report. 

If direct charges and credits to surplus include adjustments of 
prior years’ operations, such adjustments should be applied to 
the respective years if income statements are to be submitted for 


* Kester’s Accounting Theory and Practice, Vol. II, second edition, page 478. 
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a period of years. Attention should be directed to the treatment 
which was given such transactions in the clients’ federal income- 
tax returns for those years. 

If the amounts which represent surplus arising from appre- 
ciation can not be so segregated, because of having been paid 
out in dividends, the report should be so qualified. However, if 
such payment occurred long years back, and if the creditors who 
existed at that time have been satisfied in full, and if there is no 
detriment to no-par or preferred stockholders and if the asset 
account which was appreciated is so noted in the balance-sheet, 
a brief comment in the report should dispose of the matter satis- 
factorily without a special qualification on the balance-sheet. 

The treatment of appreciation and of reserves for sinking funds 
(as parts of the surplus) have been discussed at length under 
those respective captions. 

In showing segregated surplus in the balance-sheet in a way 
materially different from its status as claimed by the client and 
as shown by the books, the surplus should be described so as to 
avoid any possible misrepresentation. If a certain portion of the 
surplus is found to be capital surplus, and if it is segregated as 
such from the free earned surplus in the balance-sheet, and if the 
client insists upon carrying it on the books as earned (or general) 
surplus, those who are financially interested in the client’s affairs 
should know of the client’s refusal to treat such capital surplus 
as distinct from free earned surplus. While in no event is there 
any assurance that the client will not divert capital surplus to 
uses other than those which ordinarily may be proper, the rejection 
by the client of the accountant’s segregation should be taken as a 
warning that such segregated surplus is in danger of unexpected 
dissipation. 
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Accounting for the Fish-canning Industry 
By Harry W. Moore 


GENERAL CONDITIONS 


The fishing and packing industry on the Pacific coast has 
attained sufficient magnitude during and since the war to war- 
rant a discussion on the accounting systems in vogue and the 
methods of ascertaining costs. The purpose of this article is not 
to go into detail on minor points but to endeavor to draw atten- 
tion to the variance between the problems that will confront the 
accountant if he is called upon to assist one of these industries. 

It will probably be well to digress for a moment to present some 
of the statistics relative to this industry. The southern district, 
as outlined by the fish and game commission, comprises the Los 
Angeles and San Diego sections, which reach from Santa Cruz 
Islands to Mexico. There are about eight hundred fishing boats 
in this district, ranging in size from twenty feet in length and 
twenty to thirty-five horsepower to seventy-five feet in length 
and up to one hundred horsepower. The smaller boats are “hook 
and line’’ boats while all the larger boats carry seines. The 
seine boats are rapidly coming into prominence and in the past 
few seasons have caught the greater portion of the fish. These 
eight hundred boats employ approximately four thousand fisher- 
men, two-thirds of whom are Japanese, according to the latest 
statistics. Over four million dollars are paid each year for the 
catch of these boats, the investment in which is about five million 
dollars. The investment in the boats is carried in some in- 
stances entirely by the fishermen, but in a large number of 
cases the boats are financed by the canneries which contract for 
the purchase of the fish. 

The investment in packing plants in this district is approxi- 
mately seven and one-half million dollars. The plants employ, 
during packing seasons, six thousand people with an annual pay- 
roll of three million dollars. The output per season totals over 
one billion cans of fish with a value of nearly twenty million 
dollars. 

The fish-canning industry is subject to the seasonal catches 
of fish. The tuna and albicore season is for four months, June, 
July, August and September, while the sardine season runs from 
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the middle of December to the last of April. These are the two 
main packs of fish, although many canneries pack mackerel, 
yellowtail, bonita, skipjack and various other fish, the catch of 
which is made in limited quantities at certain seasons of the year. 

The tuna and albicore schools start in the southern waters and 
migrate north as the waters grow warmer in summer. The boats 
follow the schools of fish and it is therefore necessary for the boats 
to deliver the fish near the place where they are caught. The 
canneries maintain barges, which are always anchored in the 
vicinity of the place where the boats are fishing, and receive deliv- 
ery of the fish at these barges, transporting the fish to the canneries 
by means of ‘‘tender’’ boats. This imposes on the canneries a 
barge expense for the purchasing of the fish and the tender 
service for hauling them to the canneries, which adds greatly to 
the cost per ton of fish. Some packers are now experimenting with 
cold storage and refrigerator ships to operate further south and 
thus obtain a longer packing season. Floating canneries have 
also been tried but thus far with no great success. The sardines 
when caught must be delivered direct to the canneries in as short 
a time as possible, as sardines will not stand handling and grow 
soft in a few hours after being taken from the water, so that the 
boats fishing for sardines operate only in local waters. Sardines 
abound in the local waters nearly all year but during the warm 
months they are not suitable for canning. 


ASSETS 


The assets differentiating the accounting of fish canning from 
other industries are the large investments in finished goods, raw 
material and supplies, and in the fishing fleet. The finished 
product, while readily salable at certain seasons, is often very 
difficult to sell in the season in which it is packed. It is also 
necessary to hold certain packs for a period before shipping to sort 
out the swells and leaks which develop. In figuring the cost of 
finished goods for inventory purpose an allowance must be made 
for this ‘‘mortality’’, which is the term used by the packers for 
this loss. Owing to the runs of fish, which are very irregular, the 
inventory of raw material and supplies must necessarily be large 
to take advantage of the fish while available. The cannery may 
operate day and night for a few weeks and then remain idle for 
some days. The raw materials, such as cans and cases are not 
always obtainable on short notice, as all the canneries, while the 
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fish are running, are desirous of packing the greatest tonnage pos- 
sible and are endeavoring to purchase these supplies at once. 
The company that has sufficient working capital to purchase in 
advance of the requirements is in a much better position to take 
advantage of the fish while running. Olive oil, which is of an 
imported quality, must be purchased some considerable time 
before it is to be used, as also must tomato sauce, because both are 
subject to great fluctuation in price and can be purchased to better 
advantage in the season in which they are produced. Cotton- 
seed oil is nearly stable throughout the year and is purchased 
only slightly in advance of the requirements. The necessity of 
holding finished goods and of keeping an adequate supply of raw 
material on hand requires a large working capital and a careful 
system of perpetual inventory, verified frequently by physical 
inventory. 

The financing of boats presents a problem with which the 
accountant must proceed very cautiously. The canneries 
each own at least one tender boat and one barge to facilitate 
the purchase of the fish. They also own and operate their own 
fleets of fishing boats, or finance boats under contract. If a 
company owns its own fleet it is only necessary to see that the 
title is in the name of the company and that sufficient depreciation 
has been provided. If the boats are financed under contract, a 
mortgage is secured on the boat and equipment, which, if the boat 
is registered, must be a registered mortgage and filed with the 
collector of customs at the home port of the boat. If the boat is 
not registered an ordinary mortgage recorded with the county 
recorder will suffice. The names of the boats are very often 
changed, especially the boats operated by Japanese. It is very 
necessary that the contract and mortgage be carefully scrutinized 
and, if possible, the name of the boat compared with the most 
recent fish tickets, which show the name of the boat and the name 
of the fisherman. The insurance policies on all boats should be 
investigated as the risk on boats is extremely hazardous. The 
canneries not only insure the boats they own but also carry 
policies on all boats to which they have advanced money. All 
boats are subject to maritime liens for supplies furnished or 
repairs made, and the canneries to protect their interest are often 
called upon to pay bills contracted for by the boats. In addition 
to the mortgages on boats, the canneries generally are obliged 
to make large advances to the fishermen on open account. 
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One of the points relative to fixed assets is the use of can-sealing 
machines which are leased from the company whose cans are 
being used on a rental contract. Rental is paid for a period of 
five years, after which the cannery has a usable right to the 
machine, but the machine nevertheless remains the property of 
the can company and in the event of violation of the contract it 
reverts to that company. It is the opinion of the writer that the 
rentals paid are a cost of operation and should not be capitalized. 
One appraisal company and many accountants capitalize the 
rental thus paid on the ‘“‘right of usage.” 

The rate of depreciation on machinery is very high. The life 
of a machine is greatly reduced by the long periods of time during 
which it lies idle, and by the extreme pressure under which the 
plant is worked during the packing season. The machinery being 
near the salt water corrodes very quickly. While the cannery is 
operating it must be kept in the highest degree of cleanliness and 
must be washed very thoroughly, which keeps the machinery 
damp for the greater part of the time. The equipment used in 
the packing of tuna and albicore is very different from that re- 
quired in the packing of sardines, the only parts applicable to 
both being the cleaning and packing tables and the retorts. 


CANNING PROCESS 


It will be necessary for the reader to have a general idea of the 
process through which each species of fish passes to understand prop- 
erly the problems that will be confronted in the distribution of cost. 

Tuna and albicore. Tuna and albicore are large fish of the 
tunny species. The albicore are caught mostly with hook and 
line while the tuna are seined. The albicore have never been 
successfully seined owing to the fighting propensity of the fish 
and the difficulty in landing them. The two fish are much alike 
and are often packed under the same brand name although the 
albicore is the whiter meat when packed and brings a better price. 
The additional sales price is, :owever, offset by the increased price 
paid to the fisherman for the fish, as the hook-and-line catches 
are much smaller than the catches by seine. The National 
Canners Association has recommended that albicore be labeled 
as ‘standard white-meat tuna” and the tuna as ‘‘blue-fin tuna,” 
and this practice is now almost universally followed by the pack- 
ers. The market for these packs has always been far in excess 
of the supply and for many years they have sold at a premium. 
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They are packed in cottonseed oil in three sizes of cans: quarters, 
halves and ones, forty-eight cans to the case. Tuna is packed for 
the Italian trade in olive oil in the quarter size only, one hundred 
cans to the case. Both varieties are packed in the round sanitary 
can which is termed by the packer the ‘“‘flat.”’ 

The process for packing tuna or albicore, as well as other large 
fish such as yellowtail, bonita and skipjack, is the same. On 
arriving at the cannery the fish, having been previously cleaned 
on the barge, are placed in racks, run into cookers and cooked 
for two hours. After the’ fish have been cooked the racks are 
pulled out and the fish are allowed to cool. They are then put 
on the cleaning tables where they are cleaned by women. The 
skin is taken off and each fish is split down the center and the bones 
removed. The dark strips of meat are cut off, leaving two long 
pieces of ‘‘solid chunk” which are cut crosswise and packed in 
the can. The outer edges of the can are filled with the smaller 
pieces of white meat that break off in cleaning. The dark meat 
and the fine white meat are saved and packed in a product called 
“light and dark meat tuna,” or ground and spiced and packed 
as ‘‘potted,” ‘‘minced” or ‘‘sandwich tuna.”” The cans when 
filled are placed on a conveyor which leads through an auto- 
matic oiler and salter where the cottonseed oil and the salt or 
brine are put into the can. The conveyor then carries the can 
into the can-sealing machine which places and seals the lid in one 
operation. After sealing, the cans are washed and retorted for 
a period of two hours, which completes the sterilization. The 
cans after cooling are labeled by an automatic labeling machine, 
and cased and stenciled ready for shipment. Nearly all companies 
now mark each case with a code to show date of pack and any 
other information desired. 

Sardines. The sardine is a species of small fish of the herring 
family which run in great schools throughout the entire year. 
Sardines are used as bait for the larger fish as well as for canning. 
The fish used for canning run in various sizes and are packed in 
styles of pack according to size. Small sardines are packed in 
cans, termed by the packers as ‘“‘quarter-square’’ and “half- 
square’’ key-opening cans. These small sardines are packed for 
the best trade in imported olive oil and only the best fish are 
used. The cheaper grades or ‘‘seconds”’ are fish not desirable 
for first-grade pack, and are packed in cottonseed oil, tomato 
sauce or mustard. The bones are sometimes “‘pulled’’ from the 
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higher grade of fish, making a specialty pack of boneless sardines. 
The larger fish are packed in “‘oval’’ or “‘half-oval” sealed cans 
and are canned in tomato sauce, mustard or ‘‘soused,”’ a sauce 
prepared of vinegar and spices. 

Sardines when received from the boat are put through a scaler 
and are flushed by water down a conveyor into the cannery. 
They are at once cleaned and the heads cut off, a process which 
must all be done by hand. The fish are then washed and put into 
brining tanks where the salt water brines out all the blood and 
salts the fish for packing. After brining for one hour, the fish are 
sorted into sizes and spread out in rows on flakes or trays, each 
fish being kept separate, and put into forced heated-air dryers where 
they are thoroughly dried. The fish are then put into wire baskets 
and fried in cottonseed oil, and after being allowed tocool are packed 
into cans. The condiments are added just prior to the sealing 
of the cans. Can-sealing machines are used, a separate machine 
being available for each style of can. The cans are then retorted 
and are ready for labeling. The key-opening cans have a soldered 
bottom and often this bottom is sprung under the pressure of the 
retort, causing leaks. It is therefore necessary to hold these goods 
until a sufficient period has elapsed to show whether or not any 
leaks may develop. They are usually packed in sawdust during 
this period of a few weeks and then are taken out and labeled. 
All labeling on both square and oval cans must Ye done by 
hand. The square cans are labeled with top and side labels and 
the oval ones with side labels only. Lithographed cans are now 
being used by some canneries in place of labeled cans. The cost 
of lithographed cans is slightly higher but the increased cost is 
more than offset by the saving of labor in handling. 

Mackerel. The mackerel is a fish differing from both the sar- 
dine and the tuna. The size ranges from six to thirty inches in 
length. The fish are packed in half-pound ‘‘flat’”’ cans and in 
the one-pound “tall”’ cans which are also used in packing salmon. 
Mackerel are cleaned and then cut on a disc cutter into pieces of 
the length required for the “‘flat’’ or “‘tall’’ can. After the fish 
have been packed into cans, the cans are placed in trays, bottom 
side up, and put in cookers where the water is cooked out of the 
fish, after which the cans are sealed and retorted. 

All canned fish in round, flat or oval cans are packed with forty- 
eight cans to the case, while the square cans are packed with one 
hundred cans to the case. 
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ACCOUNTING SYSTEM 


The system in vogue in fish canneries is in general the same as 
that used in any other manufacturing company. The only 
record necessary in addition to the general books is a “boat” 
ledger in which are kept the open accounts with the fisher- 
men. The transactions on these accounts are numerous and the 
accounts are seldom closed while the boat is fishing for the com- 
pany. The boat draws supplies for which the cannery pays 
and charges the account of the fisherman. 

Sales are made by nearly all canneries through brokers. The 
goods are shipped ‘“‘sight draft against bill of lading’”’ or on 
“letters of credit’’ less a cash discount of usually one and one- 
half or two per cent. Some of the canneries maintain their own 
sales departments, thus eliminating the commission to brokers. 
The drafts with the bills of lading are discounted at the banks, 
the banks charging interest from the discount date until paid. 
It is very essential to keep a draft register to know the contingent 
liability that exists for drafts outstanding. 

The cost of storage of finished goods and the interest on the 
cost of the goods from the date of pack to the date of shipment 
area considerable sum. It is contended by some authorities that 
these are proper charges to the cost of the goods, but inasmuch as 
the goods are held until a time when salable, it seems to the writer 
preferable to treat such expenses as selling and financial costs. If 
interest and storage were to be added to finished goods, they could, 
by using the same reasoning, be applicable to raw materials which 
must be purchased in advance of requirement and this would 
greatly inflate the cost. Moreover, if such procedure should be 
followed at all, it would be difficult to find a line of demarcation. 


COSTS 


In ascertaining the cost of manufacture it is necessary to 
provide separate cost sheets for each size and each style of pack, 
and for these sheets to follow each pack from the time that the 
fish arrive at the cannery until they are labeled and cased. 
Where the goods are held for a period before labeling and casing, 
an arbitrary charge based on past experience can be made to 
cover labeling and casing, and the cost sheets closed. The cost 
of labeling remains comparatively stable. 

Raw material. The raw materials used in the factory in pack- 
ing are raw fish, cans, salt and the condiments in which the fish 
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are packed, as olive oil, cottonseed oil, tomato sauce, etc. The 
warehouse uses labels, paste, glue and cases. The cans, labels and 
cases can be readily accounted for by the warehouse reports of 
materials issued and can be applied to the cost sheet according to 
sizes. The raw fish can only be applied to the cost sheets on a 
per pound basis. The total weight of the fish received can be 
obtained from the record of fish received and the total weight of 
the fish packed can be obtained by multiplying the number of cans 
of each size by the number of ounces per can: this will give the total 
fish packed of each size, as well as the ratio of shrinkage and waste 
in processing. The per pound cost of the fish processed can be 
readily obtained and this may be used as a basis for charges 
to the cost sheets. 

The apportioning of olive oil, cottonseed oil and tomato sauce 
can be obtained by learning the weight that is placed in each can 
and verifying that total by the total as shown as issued from the 
warehouse. These ingredients are placed in cans in nearly all 
packs through an automatic pump attached to the sealing ma- 
chine which gauges the amount placed in each can to a certain 
number of ounces. The pumps are fed from vats which are kept 
filled by an automatic float gauge on the pipes leading to the 
tanks in the warehouse. The warehouse tanks are measured at 
the beginning and end of each pack, and therefore the total 
amount of oil issued can be readily verified by the total oil used 
in cans sealed. 

Labor. A large portion of cannery labor is performed by women 
on piece work or hour work. The canneries use a uniform time 
card which provides for both piece and hour work for the day. 
The cards are divided as to cleaning and packing and are recapit- 
ulated at the end of each day and applied to the cost sheets. 
The labor of the men is more general, very little being applicable 
against particular operations, and it must, therefore, be pro- 
rated each day on the basis of the tonnage received. 

Overhead. The question of overhead is one of the most difficult 
in cannery accounting. The pack of tuna and albicore may 
range from thirty to one hundred thousand cases a season and 
the pack of sardines may vary fully as much. The entire ques- 
tion of pack rests upon the run of fish and, therefore, the only 
safe basis is to take the average pack over a period of years. 
There is considerable discussion among authoritative cannery 
accountants as to the problem of idle time. It is the writer’s con- 
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tention that all packs of fish should bear their portion of the 
idle time, and that it is best to use the system of charging all 
overhead items into a general overhead account. A rate of over- 
head should then be fixed on the basis which is most equitable. 
Some canneries distribute overhead on the basis of direct labor, 
others on the basis of prime cost, while some have more elaborate 
systems and use the machine-hour method. The simplest method 
seems to be the direct-labor method and from observation it has 
been found that the overhead for packs will very nearly follow 
the direct labor. The amount of labor required on the various 
packs regulates the time required for them to pass through the 
cannery and the rate per hour is stable throughout the operation. 
This method gives a very accurate basis. The general overhead 
account may show a credit balance during heavy packing seasons, 
but this will be absorbed by the idle periods. Another method 
used in some canneries is the per case method. This worked very 
satisfactorily as long as the trade was calling for one size of pack, 
but with the advent of variation in style and size of pack this 
method fast went into discard. 


REPORTS 


Fish reports. Fish reports are prepared each day showing the 
catch of each boat for that day and the total catch for the year to 
date. This record can be used to apportion the various kinds of 
fish to the cost sheets. It also shows which boats have the best 
record during the season, which is valuable data in making 
contracts with the fishermen. 

Factory report. The factory report is prepared daily by the 
superintendent or his factory clerk and covers the record of the 
operations for that day, including cans packed and cans smashed 
in sealing machines or used for testing. 

Warehouse report. The warehouse report covers all goods re- 
ceived from the plant into the warehouse, and also a record of 
all raw materials issued or goods shipped out. 

Auditor’s report. The auditor’s report is prepared daily by the 
auditor to furnish information to the management regarding 
factory operations and general information relative to the busi- 
ness. The report contains a record of the tonnage of fish received 
and the cases packed therefrom, giving the average number of 
cases packed per ton. It also shows a record of the larger raw 
materials as cans, olive oil, cottonseed oil, tomato sauce, cases, 
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etc., giving the amount on hand at the beginning of the day with 
the raw materials used that day, and showing the closing balance. 
This enables the management to foresee any shortage that may 
exist in the stock. The record also shows the finished goods on 
hand at the beginning of the day, the pack for the day, the ship- 
ments if any, and the closing balance, as well as any other 
information that may be of interest to the management. 


BY-PRODUCTS 


The by-products of the fish-canning industry consist mainly of 
fish meal and fish oil or fish scrap. Many companies now oper- 
ate in conjunction with the cannery a meal-and-oil plant; others 
sell the scrap outright. 

If a meal-and-oil plant is operated the scrap should be charged 
to the plant at a fair rate per ton and the labor used in operating 
should be charged direct. A portion of the general plant overhead 
should be applied against the operations of the meal plant or 
else the steam and power used therein should be metered and 
charged direct to show the actual result of the operation of the 
plant. At certain seasons of the year sardines are caught in too 
great quantities for canning, and the fish are purchased at a re- 
duced price and put directly through the meal-and-oil plant. 
Fish meal is pulverized and sacked and sold for chick food and 
fertilizer. The oil is refined and sold for hardening metals. It 
is also used in paints and for spraying fruit trees. 
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EDITORIAL 


In these days when the wind howls 
out of the north and the snow drives in 
under the doors and windows, when the 
glib promises of the weather-strip man are discounted by experi- 
ence, when the rivers are full of ice, above all when the clients 
sing their midwinter chorus of ‘‘ Pronto, pronto” and everything 
except work is shoved into the corner, the accountant sometimes 
lingers for a moment over some perplexing problem—and dreams. 
He dreams of a fair, wide sweep of rolling land, all green in its 
spring garments; his hands clutch in fancy the familiar leather of 
the best old driver in the world and he sees the little white ball 
riding straight and true out into the short air line between tee and 
hole. Even the worst dub at the game can dream of a perfect 
swing, the music of impact and the faultless leap and flight of the 
ball. Perhaps the player who never did and never will finish in 
less than a hundred is a better dreamer than is he whose total is in 
the early seventies. The air is soft and caressing in the valley, 
but as our dreamer climbs the hill a fine bracing breeze meets him 
face to face. The winter is past. Work is merely a ghost of 
memory. The world looks very good to the golfer. And then he 
rubs his hand across his eyes, looks out the window to snow and 
slush and black smoke; on his desk liesa file of papers turning their 
stupid faces up to him, and the imp Reality cries in his ears ‘‘ Feb- 
ruary, February.”” Then the poor wretch opens the upper left- 
hand drawer of the desk and looks with a desperate affection at 
a dirty and battered ball which he keeps there just to have a 
tangible reminder that there are other days coming. Perhaps he 
takes up the card upon which is the record of that score which 
made all the other fellows jealous and utterly amazed the author 
himself. That was a great day and he was in fine form. If he 
had only been putting as well as he played the other shots there 


Too Good to be 
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would have been a record hung up at the club. When next spring 
comes he must get out bright and early as soon as the ground 
is clear of snow and the fairways are passable without boats. 
No one knows how he may cut this record down if he begins a bit 
ahead of the crowd. It may be he will touch seventy this year— 
or eighty or ninety as his ambitions incline. And meanwhile 
there lies the pile of silly papers on his desk. 


It is one of the healthiest omens for 

Learning to Play accountancy that the accountant is 
learning to play, whether the game be 

golf or tennis or travel or meditation—for all these things may be 
called games if they are avocations. The accountant of the early 
days was often an austere person without a smile in his make-up. 
He thought seriously about himself and was sometimes oppressed 
by the sense of his responsibility for seeing that the world went 
not to the dogs. He thought of play as a peculiarly sinful thing 
and scowled at all merrymakers. As a rule this primitive 
accountant was a creature of figures and computations only. It 
had not yet occurred to him that debits and credits are merely a 
part, often an insignificant part, of the great field into which he 
was trying to enter. He was commonly a little fellow mentally, 
because the vision had not come to him, but he was nevertheless 
the progenitor of the profession of these later years. The days of 
his pilgrimage ended some time ago, and we should not know 
much about him were it not that once in a while, in some out-of- 
the-way nook, appears a sporadic case of atavism and we find a 
solemn, sententious, oldish chap who would not laugh for a 
kingdom nor play for the wealth of the Indies. Such a person 
seems to have no joy at all and he is never much help to his 
profession, but probably he does take a kind of gloomy delight in 
doing and being what no sensible son of humanity wants to do 
or to be. It is a terrible thing to take oneself too seriously, and 
in the past there were far too much shadow and too little sunlight. 
Something in the work of accounting seemed for a long time to 
conduce to an awful solemnity, and the prevalent conception of an 
accountant was of a man to whom everything appeared in terms of 
cold, stark fact, unlighted by any ray of happy and benevolent 
imagination. The passing of those graveyard days is unmourned. 
A sense of humor is coming into the life of the new accountant, and 
the sound of laughter is not a rarity. Possibly the change is due 
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to the development of the open mind in all men. Perhaps the 
foolishness of a funereal face is recognized. It may be any one of 
a dozen things or all of them together. Butthe great fact, what- 
ever its cause, remains that the accountant has learned to play 
and is a better man for it. Everyone will admit that of the many 
mundane ministers of health and joy there is no one to which a 
greater gratitude is due than to golf—about which our harassed 
man of February has been dreaming. 


They Lik e It or Not merican institute 0 ccountan no 


long ago the chairman of the committee 
on professional ethics said that accountants are professional men 
whether they like it or not, or rather that they are members of a 
profession, willy nilly, which is not exactly the same thing, al- 
though people often think it so. It is possible for a member of a 
profession to be quite unprofessional in thought, word and deed— 
and that is the cause of half the trouble in all professions new and 
old. Inherent in the work of an accountant are certain obliga- 
tions which every practitioner must confess if he is to avoid grave 
injury to his calling, and it was with this thought in mind no 
doubt that the remarks which we have quoted were made. There 
is a mine of significance in this thought of the inescapability of 
the professional requirement. It means, of course, that the man 
or woman who is unwilling or even reluctant to play the game 
according to the rules should get out and find some other occupa- 
tion. If he or she wills to remain in the work there is only one 
thing to do and that is to assume the onus of professional duty 
and to carry it with a good grace. There is a sentiment 
among a few followers of accountancy that all the fine talk about 
professional ethics is so much idle vaporing, of no use except to 
impress unthinking clients—or should we say customers?—with 
a sense of the prodigious importance of what is really a simple 
matter of business, of the relations existing between all employers 
and all employees. They say, these unprofessionally minded, 
that the man who buys accounting services is not seeking advice 
or the expression of mental gifts, but only a mechanical process 
of addition, subtraction, multiplication and division, much the 
same as the service demanded of the adding machine or the 
computator. In all probability the proponents of this theory 
are within their rights when they place themselves among the 
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mechanical appliances for modern office use—perhaps they are 
not only within their rights but right as well; but where the 
quarrel arises is in the attempt to classify themselves as ac- 
countants, as that word is used to denote public practitioners of 
accountancy. If they would call themselves something else 
there would be no difficulty in the way of unanimous agreement. 
For instance, if they would be checkers, adders (not serpentine), 
or even expert calculators, no one would stand up in meeting to 
denounce them. Such men are needed for mechanical skill, but 
to describe them as unprofessional public accountants—their 
own phrase—is a contradiction in terms. If they are accountants 
they are members of a profession with what that implies as an 
obligation. If they are not professional in desire they are not 
accountants. There seems no other conclusion. 


It would be a comparatively light task 
to collect a mass of text and testimony 
on the difference between profession 
and trade. Scores of writers and speakers have explained the 
matter so clearly that there is no longer any excuse for not know- 
ing where the line is drawn between the professional and the 
commercial relationship. Everybody knows that the law, 
medicine, architecture, the church are professions and that the 
buying and selling of merchandise, the barter or trade of tangible 
things, the production and marketing of commodities are purely 
commercial. It is unnecessary for anyone to demonstrate such 
admitted truths. Where the debate develops is in the considera- 
tion of the status of such activities and services as those of the 
engineer and the accountant. The well informed know that 
these are truly professional by all the tests which classify the 
older professions, but they are new members of the family: some- 
times they have been brought in by marriage, sometimes they 
have returned after wasting their substance in a far country, and 
the elder brother is not always eager to welcome them. That is 
natural enough, and his feeling of superiority will pass. The 
attitude of the new members themselves is the true crux. There 
are certain standards of conduct which must be observed in the 
best society and all the asseverations of recalcitrant newcomers 
will not affect the question. If they are in a family of profes- 
sional men they must act according to the family code. It is 
astonishing that this perfectly plain and reasonable requirement 
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should be the object of attack. One would think that any decent- 
minded citizen, if called, or projecting himself, into polite society, 
would be glad to conform rather than to set about attempting to 
prove that the society was not polite at all. There are ancient 
and convincing proverbs to show the undesirability of the bird 
that would foul its own nest. The desire of the man who is doing 
work which should be professional in character might be expected 
to be that the work should be so regarded by all observers. Most 
of us like to have our labors rated at least as high as they deserve 
and some have no antipathy to an over-estimation of merit. 
The only possible solution of the riddle seems to be that men in 
a profession who deplore professional classification must be 
animated by a desire to act in a way which would offend the rest 
of the family. 

Protesting Too rs against the expressed wish of a 
Much ew practitioners to deny the pro- 

fessional status of accountancy stands 

the almost equally deplorable tendency of some men to affirm that 
accountancy really ought to be regarded as a professional matter. 
These say, with a kind of challenging manner, that they are 
professional men and in effect they defy anyone to gainsay them. 
In season and out of season they are engaged in a campaign of 
protestation and they seem to believe that by their much speak- 
ing they do the cause of righteousness service. They will sit in 
a meeting and gloat ecstatically when some little fellow of another 
vocation tells them that they have been pretty well behaved for 
boys who had no better upbringing and that he, the speaker, is 
inclined, yes, sir, actually inclined to give them his recognition as 
members of what may be some day, if not already, a profession. 
It is sweet music to them and they will applaud to the echo such 
supercilious patronizing as would make a respectable man long to 
shoot somebody. Go to meetings of accountants throughout the 
country and see if at half of them there be not some speaker on 
so startlingly novel a subject as ‘‘The lawyer and the account- 
ant” or ‘‘The banker and the accountant” who somewhere in 
the course of his remarks will say a word or two indicative of his 
hope that the accountant may become a professional man. 
When that happens it should be the signal for some one to suggest 
a recess, but in many cases the auditors drink it all in with avidity 
and without nausea. This shows, it must be, that the accountant 
is not always so sure of his standing that he can bring himself to 
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do what he would do were he sure. The supine willingness to 
lick up the crumbs of comfort that are dropped from the speakers’ 
table is a pitiful thing, but it is all in consonance with the over- 
oft repetition of the claim that an accountant is a professional 
practitioner. Why, of course he is a professional man and it is as 
superfluous to keep on repeating the formula as it is to stop a 
black cat on the highway and say to him, ‘‘Sir, you are black. 
Your coat is of fur, and you are, in fact, a cat.”’ It has never 
occurred to the beast that he was anything else and there is no 
visible reason why it should. To paraphrase the words of the 
chairman of the committee on ethics one might say that a cat is 
a cat whether he likes it or not. Protestation of the obvious is 
not only unnecessary; it may be carried so far that it will create a 
doubt in the mind of the hearer as to the truth of what he was 
originally perfectly ready to acknowledge without thought of 
contradiction. If a new employee comes to the desk of his 
superior and says, ‘‘ You will find me the most loyal member of 
your staff,”’ the wise man immediately makes mental note that 
the newcomer is one to be watched with peculiar attention. 
Loyalty is assumed without public confession. 


; So a professional man who ceases not to 

ey cry aloud that he is what he is will 
certainly give rise to a question in the 

minds of his audience. If he goes good-humoredly about his 
daily round doing the work in a way that will leave no doubt that 
he believes himself to be a member of a learned profession and 
if he will let the world learn by experiment rather than by noise, 
there will be no reason to assert himself. The calm dignity of a 
professional vocation should not be disturbed by the boys in the 
lowest form shouting their supremacy. This is getting away 
somewhat from the thought expressed by the chairman of the 
committee, but it is all of a piece. There is no controverting 
the rule that accountants are and must be governed by the 
laws of the profession they follow. The trouble is that some 
of them do nothing but follow—they never seem to catch 
up. For such men the chairman’s remarks are salutary. But 
there is always another side to every picture. It may be ad- 
mitted at once that there are in professional accountancy some 
of the like-nots as well as the likes, and that sometimes their 
offensiveness exaggerates their numbers and importance; but on 
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the other side we find that the body professional is sound generally. 
Engineers and accountants are rather alike in their status, and 
both professions are doing a splendid work in the world. There 
is no need to worry about the permanence or stability of either 
calling. There is a little need, but not much, to inculcate in the 
minds of some of the feebler brethren the obligations which they 
have assumed as they have advanced. There is, too, this solace, 
that if the like-nots are confirmed in their contumacy it will not 
be necessary to take violent measures with them. No man who 
refuses to abide by the rules of any game will be able to continue 
long in play. If the players themselves do not take action the 
spectators will run in from the side lines and throw him out. 


There is no enduring means of combat- 
Ethics of Education ting the rules in any field of action. It 
is not only in accountancy that the code 

must be obeyed. As an example, take the much-discussed ques- 
tion of educational salesmanship. The term itself is an anomaly. 
In order to keep the subject within the range of accounting in- 
terest, let us refer solely to the schools which offer instruction in 
accounting and allied subjects, especially those whose vehicle is 
the mails. Correspondence courses, as they are called, labor 
under a disadvantage in that they must be brought to the atten- 
tion of the potential student by methods of appeal which are not 
required in the case of established and well-known schools or 
colleges where instruction is from mouth to ear. The corre- 
spondence course relies for its financial success upon attracting 
the notice of men and women who can be reached only by adver- 
tisement in the public prints, by circular letter or by personal 
solicitation. Now the thing sold or whose sale is sought is that 
most elusive and imponderable entity, education. This is one 
of the professional activities of which we have been writing. 
Surely if there be any department of human endeavor which has 
all the professional attributes it is the imparting of knowledge. 
The first purpose of education is supposed to be philanthropic, 
the second, the gratification of the teacher’s desire to teach, and 
somewhere in the tenths or twentieths should come the produc- 
tion of profits. The truly great institutions of learning are 
entirely unconcerned with the pecuniary question. It is so far 
from the prime purpose that they have forgotten its existence. 
(We are ignoring the common and laudable willingness to accept 
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endowments.) However, it is not to be expected that the pure 
love of humanity will provide always for the education of all the 
people. Some schools must be profitable to their proprietors if 
they are to continue, and this is especially so in the case of corre- 
spondence schools. There are some excellent courses in account- 
ing conducted by mail and a great many men and women must 
ascribe their progress in life to the instruction received through 
these courses. There are on the other hand some schools of 
which perhaps the less said the better. They seem to be guided 
exclusively by a desire to delude the public and thus to 
bring in unearned profits. They promise what their owners 
know full well they can not perform, but this does not deter 
them at all from accepting and invariably retaining the money 
of deceived subscribers. The profits are said to be enor- 
mous. Quite probably this is so. Sellers of bogus stocks and 
bonds are said to reap richly—while they escape jailing. Now 
the point which we are trying to reach is this: Educational work 
is a profession of the highest quality and those who practise it 
are members of a profession whether they like it or not. Con- 
sequently it behooves all those who are engaged in educative 
efforts to act like gentlemen and scholars, even if that involve a 
radical change and a sad yearning for abandoned habits. If they 
are to succeed in their announced purpose, the education of man- 
kind, they must abide by the rules. If they are to win financial 
rewards of continuing amount they must obey the dictates of 
professional sense, for if they do not the world about them will 
find them out sooner or later and then all the structure of their 
building will tumble about their ears. 


It seems that perhaps the truth is dawn- 
ing upon some of the hitherto benighted 
souls who thought they could go on 
forever fooling people and getting rich thereby. Is the field be- 
coming exhausted or is the public growing wiser? We do not 
know; but it appears that some “f the wildest and vilest methods 
formerly employed by disreputable schools are falling into dis- 
favor. The tone of some advertising is quieter. The promises 
are qualified—so subtly perhaps that the qualification is scarcely 
understood, but there is not quite so much bald statement that 
all who subscribe to the course advertised will enter into the prom- 
ised land. Fabulous increases in salaries after completion of 
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these courses are mentioned still, but it is not impossible to dis- 
cover that such increases may not be inevitable. It begins to 
appear that the Creator may have something to do with the 
crea‘ure’s path in life and that without a little native ability—only 
a trace perhaps—the student will not instantly leave his counter 
at the Pile o’ Bones general store to take up the presidency of the 
foremost industrial corporation in the world. The reader of 
specious advertisements of the recent past might be pardoned if 
he wondered how so many people could be pitchforked into promi- 
nent positions—there would be no one left todo the chores. Like 
the army of a friendly power, the business world would be a body 
of officers without common soldiers. As we have said there is 
now some evidence of an intention to reform, at least so far as the 
public advertisements are concerned. But there does not seem 
to be any leaven of repentance at work among the salesmen who 
go about peddling courses, if we may believe the reports which 
come to us. Indeed how could it be expected that a salesman 
dependent upon commissions for a livelihood and taken usually 
from the commercial sphere would always abide by thie rules? 
In the first place it is not clear to some of us how selling courses 
by solicitation can be anything but offensive. The argument 
that the people must be encouraged to seek instruction is worn out, 
trite. It misleads no one. There may be need and justification 
for advertisement of a simple, straightforward kind, and it is 
probably true that many a man owes his start on the road to the 
reading of an advertisement. That applies, however, only in 
the case of the school whose courses have real merit and lasting 
value. Where the course advertised is a miserable travesty on 
knowledge, the iniquity of its advertisement increases with its 
magnitude and diversity. The more widely bruited are lies the 
worse for mankind in general. 


The employment of solicitors to sell 
accounting or any other kind of in- 
struction has no excuse whatever— 
that is, the real reason for adopting the plan is one which even the 
most hardened sinner would disclaim. If the course offered is 
good in every particular there is still no wisdom in solicitation. It 
is a dangerous expedient charged with all manner of high ex- 
plosive potency. Take a man into the business office of a school, 
train him ever so carefully, inculcate the finest principles of 
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honesty and all the other virtues and then turn him out as a 
full-fledged salesman—what will be the result? Of course, it is 
conceivable that such a man might—he might—say and do 
nothing which could offend or deceive anyone at all. For 
purposes of argument we are willing to admit that there may have 
been such a Roland among salesmen or even that he may be still 
alive today. Granted so much, it does not affect the facts at all. 
The truth is that the great majority of salesmen can not be 
expected to be superhuman. They go out to sell a course of 
instruction and they know that if they are paid a salary—this, 
however, is a most unusual arrangement—they can not expect the 
salary to continue in the absence of sales. If their compensation 
is in the form of commissions on subscriptions received they 
can not live without sales. So the logical outcome of the matter 
is a salesman trying to sell, honestly at first perhaps but to sell by 
some means at the last. No employer can be on hand to check 
superlative assertions and promises of bis salesmen. He must 
entrust his good name—well, his name then, let us say—to a 
servant whose first interest is to make a living. What may be 
said when the prospective subscriber is hesitant, the Lord only 
knows. A salesman who can not promise whatever the student 
may demand of a correspondence course is not commonly met 
withal. The reports of ‘‘sales talk” by some representatives of 
correspondence schools make Sir John Mandeville and Louis de 
Rougemont shine as paragons of veracity in comparison. They 
promise everything short of the Kingdom of Heaven and doubt- 
less would hold out hopes of that if the victim insisted. No, the 
thing is wrong in principle and practice. Salesmanship and pro- 
fessional affairs can not live in the same house together. What we 
have written must not be considered as any attempt to de- 
preciate the worth and power for good of the proper kind of 
correspondence school properly conducted and advertised. We 
are attacking here disreputable schools and the mendacious 
methods which they adopt to gull the public and also incidentally 
we are trying to show that bad methods, even by a good school, 
are not to be condoned in any case. 


Various organizations of advertisers 
Advertisers Doing doi 

Splendid Work and of advertising agents are doing 

fine and effective work to bring in the 

day of truth. It can be admitted without reservation that the 
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biggest advertisers are exceedingly careful to say nothing which 
can lead the incautious reader to look for more than the reality. 
The time when a campaign of false advertising would be tolerated 
is gone beyond recall. Some few less-advanced advertisers still 
cling to the idea that a little stretching of the truth is advan- 
tageous, but these are almost exclusively small men and their 
number is decreasing year by year. The political virtue of honesty 
may be one of the reasons for the reformation which is taking 
place, but it is pleasant to believe that there is a yet better cause. 
Business is coming to an ethical plane largely because men are 
learning to know each other and the glory of the golden rule is 
shining more and more into the hearts of most of us. The ordi- 
nary member of the community, without sacrificing anything of 
his individuality, is thinking in terms of the common good, and 
what is being done to reform advertisement and other kinds of 
propaganda is merely a demonstration of the general trend of 
human thought. One of the sorts of advertising in which there is 
room for much improvement is that put out by the less scrupulous 
correspondence schools. Their term will come, however; per- 
haps it is coming now. The evidences of a gradual approach to at 
least a distant view of truth, to which we have referred in a preced- 
ing paragraph, may be due to the demands of the decent adver- 
tising brotherhood. Whatever the cause, the fact is gratifying, and 
it gives reason to hope that some of us may live long enough to 
see the day when the noble cause of education will be rid of the 
charlatan and the money grabber. When that time comes per- 
haps it will be gladdened also by the abolition of the wandering 
emissary of unhallowed reputation who today is making the very 
name of education a byword and a synonym for sharp practice. 
His passing may not be voluntary; it may be accompanied with 
infinite groaning of himself and his employer; but what matter, 
so he pass? 


The regulation of accountancy by law is 
Repairing Regulation a subject which has received some 

attentive, at times almost painful, 
scrutiny in recent years. Indeed, so thorough has been the 
elaboration of this theme, one might be pardoned a confidence 
that the field is pretty well covered and that what an accountant 
legally can or can not do is no longer a topic for extensive re- 
search. In the light of what has been accomplished, it is un- 
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deniably surprising to learn of actual conditions under which ac- 
countants may carry on practice in a state where they are quite 
unembarrassed by liability to legal action; where, in a word, they 
can not be sued. Such a situation has been found to exist in 
Oregon and probably is present in other places as well. 

A client of a partnership of accountants maintaining an office in 
Oregon under the direction of a resident manager desired to in- 
stitute legal proceedings against the firm, but found, to his as- 
tonishment and annoyance, that there was no one in the state at 
whom he could launch his attack. The resident manager of the 
accountants’ office was not a partner of the firm, and under 
Oregon law could not be required to accept legal service in its 
behalf. No partner was a resident of the state and all refused to 
accept service there. The client, therefore, could not satisfy his 
desire for litigation without incurring the difficulty and expense 
of bringing action elsewhere than in the local courts of the state. 
He submitted his grievance to the state board of accountancy and 
petitioned for the revocation of the Oregon C. P. A. certificates of 
the partners of the firm, on the grounds of unprofessional conduct 
in avoiding legal responsibility. The board considered the ques- 
tion thoroughly, and found nothing in the Oregon statutes or in its 
own rules to justify revoking the certificates under the conditions 
alleged. Care was taken, however, to preclude a recurrence of 
such an anomalous situation by provision in the board’s rules that 
in the future certified public accountants of Oregon, practising in 
Oregon, shall be amenable to process of law by the courts of that 
state. 

The necessity for a definite provision for every possible exigency 
entailed in the practice of a profession is lamentable, but seem- 
ingly inevitable. Circumstances may, for all we know, have 
justified the accountants in this case in refusing to waive their 
apparent technical immunity and accept the client’s gage at the 
place where it was thrown down. Obviously, however, even 
potential recourse to such immunity is eminently undesirable 
from many points of view and should be eliminated. The ex- 
perience of this client will be of value to the accountancy profes- 
sion if it results in the correction of similar regulatory omissions 
elsewhere. 
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Our attention has been directed to paragraph D of bulletin No. 29 of the 
National Association of Credit Men. It reads as follows: 

“United States board of tax appeals in the matter of the Northwestern 
Yeast Company, approved the commissioner’s disallowance, but suggested 
to the commissioner of internal revenue that he should make an investiga- 
tion under section 328 to decide what portion of the money expended in the 
advertising and promoting campaign over a period of years should be 
allocated to capital. The evidence in this case, the board held, was not 
sufficient upon which the board could base a finding of fact in this regard. 
But this decision is of great importance as indicating that some of the 
money expended in advertising is not to be regarded as current expense 
but may be segregated as capital . . 


These comments are not quoted because of the obvious error as to 
what the board’s action in the case meant, but because we believe that the 
subject of capitalizing advertising and promotion expenditures is one of great 
importance to the accountancy profession. 

In referring the case back to the commissioner, the board recommended that 
as it was apparent that some capital value should be recognized for advertising 
expenditures made by this taxpayer prior to 1909; as the board was without 
knowledge of what portion should be properly capitalized, and as it was without 
its province to estimate it, the commissioner should determine whether or not 
this taxpayer was entitled to relief under sections 327 and 328. 

Sections 327 and 328 provide for the relief of taxpayers from abnormally 
high excess-profits taxes by taxing them (presumably) at about the same rate 
as the average rate assessed against representative concerns engaged in like 
or similar businesses. Referring the case back to the commissioner and recom- 
mending that determination be made in accordance with section 328, therefore, 
did not make it incumbent upon the commissioner “‘to decide what portion of 
the money expended in the advertising and promotion campaign . . . should 
be allocated to capital.’”” The recommendation of the board was simply that 
the commissioner should determine whether or not the tax assessed against this 
taxpayer was greater than the average assessed against others engaged in a 
like or similar business. 

However, it has always been apparent that money expended for advertising 
and promotion campaigns is not properly chargeable to current expenses, and 
accountants have evolved methods of capitalizing these expenses in individual 
cases that have proven their worth. It seems that each such case would be an 
individual problem and that the formulating of any prescribed method for 
general use would be of little use and highly unsatisfactory—it would resemble 
an endeavor to set down as a general rule what percentages various enterprises 
should earn on their capital investments. 

With the belief that the board’s decision and opinion in the case of the 
Northwestern Yeast Company will be found of considerable interest, it is 
published elsewhere in this magazine. 
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SUMMARY OF RECENT RULINGS 


Appeal to board of tax appeals is seasonable when filed within statutory 
time after the bureau's letter adhering to prior determination after reviewin 
protest and evidence submitted therewith, as the decision was not final un 
disposition of the application for rehearing. 

Mandamus is proper remedy of taxpayer when board of tax appeals improp- 
erly refuses to hear appeal as not seasonably filed. (Court of appeals, District 
of Columbia, George Dascomb and E. R. Wicks, transferees, v. United States 
board of tax appeals.) 

When manufacturer sold soft drinks at prices theretofore prevailing, said 
price to include the tax under section 628, act of 1918, the sale bane taxable at 
10% was 10/11ths of said prevailing price. (United States district court of 
Massachusetts, Cliguot Club v. United States.) 

Claim in bankruptcy is a proceeding in court and such a claim for 1917 
income tax is barred by section 250 (d), act of 1921, unless filed within five years 
after the tax return was filed. (United States district court, E. D., Texas, 
Beaumont division, Citizens Bank of Lafourche v. Miller Link Lumber Com- 


ny. 
The gift tax, being an excise tax, may not be im as to transactions com- 
leted before the passage of the act. (United States district court, E. D., 


isconsin, John LeFeber v. A. H. Wilkinson, et al.) 

A vessel is subject to amortization allowance, as constructed for the trans- 
portation of articles contributing to the prosecution of the war, which was 
placed under the jurisdiction of the shipping board and carried a cargo of coal 
while ships were still limited to voyages necessary for the effective conduct of 
the war, though contracted to be built on May 11, 1918, and not put in service 
until November, 1918. (United States district court of Maine, S. D., Arthur J. 
Elliott v. United States.) 

Partner may deduct from his 1917 income his share of war excess-profits tax 
paid by his partnership, notwithstanding that his partnership income was 
determined after deducting such tax. (Circuit court of appeals for the second 
district, William C. Reid v. John T. Rafferty, collector.) 


B. T. A. DECISION 


APPEAL OF NORTHWESTERN YEAST Co, 
Docket No. 1511. Decided October 27, 1926 


A corporation expended large sums of money in an advertising and 
promotion campaign over a period of years, and the portions thereof 
respectively allocable in capital for the building up of future business, 
and to current expense for the maintenance of current business, can 
not be segregated. Held, the disallowance of the entire expenditure 
and of any portion thereof as invested capital is proper. Held, 
further, that under the facts of this case the petitioner is entitled to 
have its profits tax computed under the provisions of section 328 of 
the revenue act of 1918. 


William M. Williams, Esq., and John G. Weisbach, Esq., for the petitioner. 
Lee I. Park, Esq., for the commissioner. 


Deficiency for 1920 of $246,486.97 income and profits tax. Originally the 
petition alleged several errors, but by withdrawal, stipulation or other disposi- 
tion the only issue new in dispute is the petitioner's right to include in its 
invested capital an aggregate amount of $2,734,900.31, alleged to have been 
expended by it prior to 1909 in an advertising and promotion campaign and 
charged off at the time of expenditure through profit and loss. The parties at 
the hearing presented an agreed statement of facts, all of which, with certain 
minor changes in form, is embodied in the following findings. This statement 
was supplemented by oral testimony of witnesses for the petitioner. 
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FINDINGS OF FACT 


The petitioner was incorporated in Illinois on April 14, 1893, with a capital 
stock s a par value of $1,000,000, all of which was subscribed and paid for 
in cash. 

Shortly after its incorporation petitioner purchased for $600,000 all of the 
assets of the Northwestern Yeast Co. of Wisconsin, which had been manufac- 
turing and selling a product known as “‘yeast foam.’’ At about the same 
time petitioner also purchased for $400,000 all of the assets of a business which 
had been conducted by E. W. Gillett, of Chicago, IIl., consisting of the manu- 
facture and sale of another yeast product known as “ magic yeast.” 

The products manufactured by the petitioner were the sai ic yeast and 

east foam, and in 1893 the sales of these products were largely limited to 
 seetia and to housewives in small villages and towns who did their own baking. 
The business was confined to certain localities in the states of Illinois, Iowa, 
Kansas, Michigan, Minnesota, Missouri, and Wisconsin; and in other localities 
the products were known or used but slightly or not at all. 

Petitioner adopted a plan to expand and enlarge its sales territory to include 
the entire United States, organized an advertising department, and borrowed 
$30,000 for advertising purposes. 

The plan consisted of a selection of routes in the localities where the products 
were not known or used, or were but slightly known and used, and the dis- 
tribution of samples of its products to the housewives in those localities. 
These distributions were made by persons og for the purpose, whose 
salary and expenses were paid by the petitioner. These persons also posted at 

ominent places in the localities signs advertising the products and distributed 
illustrated printed matter respecting the products. These ms were not 
employed as salesmen and did not attempt to sell any g . No salesmen 
were employed because they were considered unnecessary and likely to defeat 
the plan by overselling and thus to bring about a surplus of stale goods in the 
hands of dealers. 

Pursuant to the pwn the petitioner mapped out each year additional 
territory in which it distributed samples of its products and advertising matter. 
After 1908 no further territory was added, except that localities which were 
within the limits of existing routes would be included when the population 
increased sufficiently to justify such action. 

From 1893 to 1908, both inclusive, petitioner expended $2,884,172.51, 
included in its advertising account. From 1909 to 1921, inclusive, petitioner 
expended $3,580,763.16 for advertising. These amounts are shown more in 
detail as follows: 


1893-1908 1909-1921 


Advertising—magazines, periodicals, 1,025,181.84 
Folding promotion circulars (including clerical and shipping) .. 85,326.16 72,370.59 
Packing and wrapping material... 32,020.85 29,603. 
201,583.52 447,013.67 
Promotion, men’s salaries and expenses... 692,094.80 ........ 


In addition to the foregoing expenditures pe on expended various sums 
for replacing its stale products in the hands of dealers with fresh articles, which 
method is known by it as the “supporting method” of advertising. This was 
facilitated by the use of an age key denoting the date of manufacture which 
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was placed by petitioner upon each box of its yeast. These replacements were 
made by the persons who distributed the samples. The cost of the goods used 
for such replacements, not including the cost of distribution, from 1893 to 1908, 
inclusive, and from 1909 to 1921, inclusive, is as follows: 


1,923.63 ++» 9,863.61 45 16,828.66 

1306. 34 11,934.99 BORG. 10,256.34 


The cost of distributing these replacements is included in the advertising 
costs set forth above, but the portion attributable thereto, although slight, can 
not be segregated. 

All the feceguieg, amounts, and also the amount of $2,884,172.51 and the 
amount of $3,580,763.16 shown above, were charged to profit and loss on 
petitioner’s books in the particular year in which they were incurred. In 
addition petitioner had certain overhead expenses in making such replacements 
gon a charged to general expenses and as to which no segregation can 

made. 

The number of cakes of its yeast products produced and sold by petitioner 
from 1893 to 1921, inclusive, and the number of cakes distributed as samples 
and to replace stale cakes, are as follows: 


Total produc- Samples dis- Replacement 
Year tion Sales tributed of stale 
products 
187,333,133 180,752,796 5,389,930 1,190,407 
200,645,774 192,313,800 7,180,100 1,151,874 
206,949,069 196,005,600 6,142,769 4,800,700 
220,699,154 205,051,896 10,074,600 5,572,658 
222,260,673 206,936,604 10,623,680 4,700,389 
240,837,675 225,690,948 9,263,853 5,882,874 
266,532,915 251,288,100 10,307,929 4,936,886 
288,881,369 270,974,340 13,664,395 4,242,634 
| eee 313,749,758 297,500,364 11,883,915 4,365,479 
See 337,313,430 321,768,468 13,137,813 2,407,149 
BOOS. 340,811,183 321,829,452 15,889,288 3,092,443 
os Ee 349,256,652 329,589,792 13,760,507 5,906,353 
364,060,193 344,456,784 11,731,960 7,871,44 
383,758,714 364,485,996 12,126,018 7,146,700 
oOo 399,202,171 385,206,318 6,529,320 7,466,533 
421,053,415 408,759,246 4,356,409 7,937,760 
Sooo 404,231,772 391,971,888 6,112,076 6,147,808 
400,449,946 389,557,080 5,970,010 4,922,856 
413,399,432 402,035,724 4,847,253 6,516,455 
423,060,790 410,487,588 5,540,071 7,033,131 
BOTS. 411,947,702 398,468,052 4,710,369 8,769,281 
400,368,052 381,878,388 8,412,622 10,077,042 
Seer 376,225,922 361,491,012 6,681,066 8,053, 
388,772,139 313,313,490 444,796 4,947,233 
ECL 356,496,202 341,226,090 3,967,262 4,903,850 
, PER 325,344,350 315,316,260 6,711,947 3,316,143 
332,828,727 317,574,360 8,786,613 6,467,754 
9,796,157,177  9,246,783,006 236,881,639 160,886,452 


The sale by the petitioner of its products was practically confined to the 
smaller towns and country districts, and prior to 1908 it encountered very 
little competition. About the year 1908 competition became very keen, due 
mainly to improved methods of transportation whereby other yeast and bakers’ 
bread could be marketed in the smaller communities. 

The distribution of samples and the replacement of stale products in the 
hands of dealers was continuous throughout the period from 1893 to 1921, over 
its entire sales territory. 
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Petitioner's gross sales and net profits from 1893 to 1908, inclusive, and 


from 1909 to 1921, inclusive, are as follows: 


Net profits 
(before de- 
Sales ducting Year Sales 
taxes) 

$450,386.06 $133,552.71 1908...... $1,879,523.10 
631,617.19 240.16 1909...... 1, ,639.74 
641,596.19 250,442.78 PY 2,089,792 .66 
J 98 261,87€.51 2,156,371.00 
805,736.67 273,055.31 2,202,145.95 
901, 59 297,403.58 2,139,093 .96 
1,017,334.51 358,918.40 2,049,764.28 
1,099,151.93 314,021.69 1,939,266. 64 
1,207,898 .22 359,951.19 »311,399. 37 


2 
2,5. 
395 2,5 
1,518,586. 11 400,118.71 4 2,288,329 .06 
1,590,546 .53 416,677.58 3 
4 


1,780,824. 39 636,697 .56 


Net its 
ducting 
taxes) 


$738,396.90 
840,670.90 


91 
1,789,074. 36 
65. 


1634,2 


Petitioner expended $108,444.30 in the uisition of the following yeast 
concerns: Diamond Yeast Co., McCullough Co., On Time Yeast Co., Yeast 
Wafer Co., Burroughs Yeast Co., and Yeast Froth Co. This amount was 
included in its advertising account and the parties agree that it should be 


included in invested capital. 


One million dollars was expended for advertising prior to petitioner’s incor- 
poration and the parties agree that it should be excluded from invested capital. 


OPINION 


STERNHAGEN: The petitioner seeks to have included in its statutory invested 
capital an amount of $2,734,900.31, which was expended by it prior to 1909, as 
shown in the findings. These expenditures, it is said, were not current expenses 
but were investments by the petitioner in a capital asset, which it calls its 
“intangible structure,’’ made to establish and build up its business for the 
future, irrespective of the immediate return. The items were not capitalized 
in the petitioner’s accounts but were written off currently through profit and 
loss; but petitioner attributes this to overconservative bookkeeping which it 
says should not preclude full consideration of the true nature of the outlay. 
Without going further, we adopt this view as correct, leaving it to a considera- 
tion of other facts as well as bookkeeping to determine the proper treatment 


of the expenditures and the taxpayer’s rights under the statute. 


From the evidence, most of which as to essential facts is not in dispute, we 
gather, and the commissioner admits, that substantial sums were spent by this 
corporation in the early period of its existence in the promotion and expansion 
of its business. The taxpayer argues that all of the amount in question was so 
spent and hence was an investment. The commissioner urges that some part 
was not promotion and expansion but was the cost of maintenance and hence 
not invested but properly chargeable against current income. Thus it will be 
seen that the question becomes one of evidence of the extent to which the 
amount in question is to be classified and apportioned between capital and 


expense. 


he commissioner raises the shield of the burden of proof to defend his com- 
plete disallowance, the argument being that there can be no allocation to 
capital except to the extent actually proven, and since it is clear from the 
evidence that some uncertain part of the amount, however slight, is not 
capital, no allowance can be made. Falsus in uno, falsus in omnibus. 

here can be little doubt in the minds of reasonable men fairly acquainted 
with modern business that promotion expenditures like those before us have a 
significance similar to the investment in more tangible assets. They fertilize 
the field for new production. The free distribution of samples at the state fair 
is justified only if it lures a new customer. It was not to the housewife already 
convinced that the petitioner planned to give away its samples of yeast year 
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after year, but to one who would become a new unit in its expanding business. 
In this way it was risking new capital in the business in the hope of future 
profits—making an investment. Whether this investment is to be called 
goodwill or trade name or trademark, or something else, is unimportant. It 
may not need a name, except for accounting purposes, in order to reflect the 
expenditure and yet not ignore its investment significance. 

Generally and theoretically, therefore, it is safe to say that some part of the 
cost of a campaign or system of promotion may be of permanent significance 
and may be regarded as a capital investment rather than a deductible expense. 
But how far in a given case the recognition of this doctrine may require the 
capitalization of some expenditures and the charging off of others is hard to say. 
Clearly, when the question is submitted for judicial consideration, it may not 
be answered ab inconvenienti by an arbitrary rule. The present case demon- 
strates this clearly. The petitioner during all the twenty-nine years of its life 
through 1921 spent amounts of similar character which it classified similarly 
in itsaccounts. These it claims were capital before 1909, although it deducted 
them as expense after 1908. Obviously no such distinction existed in fact, even 
if petitioner’s alleged peak of expansion occurred in 1908. To say that before - 
the alleged peak, when there was no tax based on income, no part was current 
expense, and immediately thereafter, when taxable income could be reduced by 
these deductions, all of it was current expense, would require support greater 
than appears in the present record. The officer’s statement is not convincing. 

Looking alone to the years prior to 1909 covered by the claim, we find no 
such evidence as enables us to say with any assurance how much capital was 
invested and how much of the outlay was properly charged off. As to each 
class of expenditure the record shows the amount spent each year. Each one 
varied from year to year. Take, for example, the three items of agents’ 
expenses, agents’ salaries, and promotion men’s salaries and expenses. 


Promotion Promotion 

Year Agents’ Agents’ men’s ex- Year Agents’ Agents’ men’s ex- 
expenses salaries penses and expenses salaries penses and 

salaries salaries 

2003... . .. 1901.... $2,018. 683 . 36 $121,097.09 
1895..... 69,025.98 34,668.73 ........ 1903. . 87,342. 30 132, 67 16.267 .06 
1896..... 73,757.43 38,432.54 $5,840.97 1904.... 92,130.51 73,829. 76 12,675.48 
1897..... 1,442.13 25,623.81 109,095.55 1905.... 105,442.95 62,637.92 726.13 
1898..... 1,960.20 6,310.78 122,851.32 1906. . 
1899..... 4,297.45 33,345.93 91,119.76 


These wide variations lead one, in the absence of any further knowledge, to 
doubt that there was any consistent policy of investment or any satisfactory 
way of determining a fair allocation. Perhaps it would be reasonable to believe 
that as time went on and the business grew the proportion of capital decreased 
and current maintenance increased. But as to this the board has no knowledge 
of the probabilities and there is no proof. It is not a matter of judicial notice, 
and we are not permitted to guess. If anyone has any evidence upon which 
an allocation can be predicated, such evidence must be produced by the 
petitioner. Any analysis which this board might otherwise make of the bare 
ong in evidence would require assumptions that it is not our province to 
make 

We are therefore constrained to approve the commissioner’s disallowance 
notwithstanding our approval of the general contention of the petitioner’s 
counsel that in a proper case invested capital may include a proper part of the 
amounts expended for promotion in the early period of a business. 

The impossibility of finding the portion to be capitalized brings the case 
squarely within section 327, revenue act of 1918, and it is our opinion that an 
investigation should be made by the commissioner under section 328, so that 
if the amount of tax paid by comparable corporations is such as to reduce the 
petitioner’s deficiency, that may be done. 

Judgment will be entered on 15 days’ notice, under rule 50. 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead the reader to assume that they are the official answers 
of the board of examiners. They represent merely the personal opinions of the 
editors of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PaRtT I (continued) 
November 18, 1926, 1 Pp. M. to 6 P. Mf. 


The candidate must answer the first three questions and one other question. 


No. 2 (15 points): 

The X Y Z company maintains a central warehouse at Chicago and operates 
stores in Chicago and several other cities. 

Goods are shipped from the warehouse to the stores when the proper formal 
requisitions are made by the store managers, and these goods are billed at 
purchase cost, plus a certain percentage to cover actual warehouse expense, 
the freight thereon being paid by the receiver. 

Reports of quantities on hand are sent by each store manager to the central 
warehouse every week. In some instances, surplus stock of one store is shipped 
to another upon instructions by the central warehouse and in such cases the 
freight from point of shipment to destination is paid by the receiver. 

Dead stock is usually sold by each store at special sales but at times such 
ape i returned to the central warehouse which sells it to jobbers specializing 
in ots. 

State the more important points to be watched and noted when valuing the 
inventory and determining profits by stores. 


Solution: 

Merchandise on hand at branches is subject to the same general principles 
of valuation that apply to all merchandise constituting stock in trade. Ac- 
cordingly, the generally accepted basis of cost or market, whichever is lower, 
should ordinarily be used. In the case of salable merchandise on hand at 
branches, cost will be the cost at the home office plus a proper proportion of 
warehouse expense and cost of transportation from the central warehouse to 
the branch. 

The cost of merchandise which has been received by one branch from another 
should include no amount for freight, warehouse expense or handling charges 
in excess of what those items would have been had the merchandise been 
received directly from the central warehouse. 

Any additional costs incurred because of inter-branch shipments should be 
treated as expenses and reflected in special, appropriately described accounts 
on the home-office books. 
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Dead stock should be valued in the inventory at the estimated selling price 
thereof, less the amount of selling or reconditioning expenses which will have 
to be incurred in accomplishing the sale. 

The treatment of losses resulting from the sale of dead stock or mark downs 
on such merchandise remaining unsold depends upon conditions. If the dead 
stock is a result of the home office overstocking the branches or shipping them 
merchandise unsuited for their trade, the resulting losses should be borne by 
the home office. When, however, dead stock results from conditions within 
the control of the branch, losses thereon should be borne by the branch. 
In the event that dead stock is shipped back to the central warehouse for sale, 
transportation and handling charges should be treated in the same manner as 
the losses resulting from the sale. 

It would be well for the accountant to verify the accuracy of the percentage 
used in charging the branches for warehouse expenses. Any material difference 
between the rate used and the correct rate as determined on the basis of actual 
costs should be adjusted by charging or crediting the respective branches with 
any under-charge or over-charge for this expense. 


No. 3 (25 points): 

Atrial balance, as at December 31, 1925, and (so-called) quarterly operating 
statements of the A B company, together with certain supplementary informa- 
tion, are herewith presented. 

You are required to prepare therefrom correct balance-sheet as of Decem- 
ber 31, 1925, and income account for the period ended at that date, making 
what adjustments you think necessary and outlining, briefly, the governing 
accounting axioms and principles on which they are made; also reconcile the 
correct profit or loss for the year with that shown on the “ operating” statement. 


Trial balance—December 31, 1925 


1,000,000 
Capital stock, common—$100 par.................. $1,000,000 
Five year 7% notes, dated January 1, 1925.......... 500,000 
First mortgage 6% twenty-year bonds—$1,000,000 
par value issued—dated January 1, 1925.......... 900,000 
Notes payable—N. Y. national bank................ 500,000 
Purchases, raw material........... 425,000 
Operating expenses—factory. 150,000 
Depreciation, buildings—2% per annum............ 20,000 


$3,771,000 $3,771,000 
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Operating statements 
Three months ending: Mar. 31 June 30 Sept.30 Dec. 31 Yr. 1925 
Raw material pur- 

$200,000 $225,000 $425,000 
Operating expense, fac- 

150,000 150,000 
Salaries paid: 

Sara 7,500 7,500 7,500 7,500 30,000 

a 20,000 20,000 

1,000 1,000 2,000 6,000 10,000 
Interest: 

On bonds......... 15,000 15,000 15,000 15,000 60,000 
On 7% notes........ 8,750 8,750 8,750 8,750 35,000 
On notes due bank... . 6,000 6,000 

$32,250 $32,250 $233,250 $438,250 $736,000 
$32,250 $32,250 $233,250 $236,000 
Construction: 
Se $500,000 $500,000 $1,000,000 
Machinery........ 500,000 1,000,000 1,500,000 


Inventories—December 31, 1925: 

Raw material, $100,000; goods in process, $75,000; finished goods, $75,000. 
Manufacturing operations started October 1, 1925. No raw material was used 
for construction. Officers and clerks were wholly engaged in supervising and 
recording construction work to October 1, 1925. Notes to the N.Y. national 
bank can be renewed for period in excess of one year. 

Solution: 

In considering the trial balance of the A B company at December 31, 1925, 
it will be noted that the par ($1,000,000) of the issue of first mortgage 6% 
twenty-year bonds, dated January 1, 1925, is $100,000 in excess of the amount 
shown ($900,000). An adjustment should be made to record the unamortized 
bond discount, and to increase the amount of the bonds outstanding to par. 
Journal entry No. 1, which follows, should be made. 


Journal entry No. 1 
To—First mortgage 6%, twenty-year bonds...... $100,000 
To record the unamortized bond discount on the 
above bonds as of January 1, 1925. 


As the company has constructed its own building and machinery, it is 
important that we distinguish between capital and revenue charges and ascer- 
tain whether or not a proper distribution of these has been made. A generally 
recognized rule permits the capitalization of such charges as taxes, insurance, 
rent and supervision incurred during the construction period, so that a com- 
pany constructing its own plant and machinery will not be burdened with a loss 
or an accumulated deficit before it begins its operations. 

The period of construction in this case includes the first three quarters of 
the year 1925, and the charges for supervision and interest as shown in the 
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operating statements for this period should be capitalized. As bond discount is 
a form of interest, the amortized portion applicable to the period of construc- 
tion should be capitalized also. By the straight-line method of amortization, 
the yearly charge for bond discount is found to be ($100,000 +20) $5,000, or 
$1,250 a quarter. If we include this charge with the cost of supervision and 
interest, we have the following adjusted statement, by periods, of costs to be 
capitalized: 


Three months ended 
March June Sept. 
31st 30th 30th Total 

Salaries paid 

$7,500 $7,500 $7,500 $22,500 

1,000 1,000 2,000 4,000 
Interest 

ee 15,000 15,000 15,000 45,000 

8,750 8,750 8,750 26,250 
Bond discount amortized. ..... 1,250 1,250 1,250 3,750 

$33,500 $33,500 $34,500 $101,500 

Construction: 

$500,000 $500,000 $ $1,000,000 

500,000 1,000,000 1,500,000 


From the above construction data the following distribution of additional 
costs may be made as between the cost of the building and of the machinery: 


Buildings Machinery Total 


Quarter ended: 
100% $33,500 $ $33,500 
50% each 16,750 16,750 33,500 
September 30th............ 100% 34,500 34,500 
$50,250 $51,250 $101,500 


The entry to record these charges follows: 
Journal entry No. 2 


Unamortized discount on bonds................ 3,750 


To charge as a part of the cost of construction of 
building and machinery the amount of salaries, interest, 
and bond discount applicable to the period of con- 
struction. 


136 


Students’ Department 


In considering the factor of depreciation on the fixed assets of this company, 
the candidate should bear in mind the accounting principle that depreciation 
does not begin to accrue until the fixed assets are completed. The construction 
statistics show that the building was completed by June 30, 1925, and was used 
for the construction of the machinery, which was completed by September 
30, 1925. 

Depreciation, therefore, should be charged on the building for the half 
year, July 1, 1925, to December 31, 1925, and on the machinery for the quarter, 
October 1, 1925, to December 31, 1925. But as manufacturing operations 
did not commence until October 1, 1925, the depreciation on the building for 
the quarter ended September 30, 1925, should not be charged to operations 
but should be charged to the cost of constructing the machinery, on the same 
principle that was followed in capitalizing other expenses of the construction 
period. This is accomplished by the following entries: 


To—Reserve for depreciation, building.......... $5,251 
To write off depreciation for the period, July 1, 
1925, to September 30, 1925, at the rate of 2% 


per annum. 
Depreciation for quarter............ $5,251 
Journal entry No. 4 
To—Depreciation, building. $5,251 


To charge the cost of machinery constructed 
with the amount of depreciation on building used 
solely for such construction. 


Manufacturing operations should be charged with the amount of deprecia- 
tion on the constructed building and machinery for the period of such operation, 
that is, October 1, 1925, to December 31, 1925. 


Journal entry No. 5 
To—Reserve for depreciation, building.......... $5,251 
Reserve for depreciation, machinery........ 38,912 


To record the following depreciation charges for 
the period, October 1, 1925, to December 31, 1925: 


Building Machinery 
Depreciation for quarter. . . $5,251 $38,912 
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To clear the accounts of the incorrect amount of depreciation already 
recorded the following entry should be made: 


Journal entry No. 6 


To—Depreciation, building.................... $20,000 
Depreciation, machinery.................. 150,000 
To reverse the entry of (date), journal page 
number 


The inventories at December 31, 1925, are recorded by the following entry: 
Journal entry No. 7 


$100,000 

Inventory, 75,000 

To—Manufacturing $250,000 


To record the closing inventories. 


It is realized that the adjustments made for depreciation should affect the 
inventories of work-in-process and finished goods, but as the problem does 
not give sufficient data to enable the candidate to arrive at a correct amount 
no adjustment of these inventories is attempted in the solution. 

That portion of bond liscount applicable to the last quarter should be charged 
to operations as follows: 

Journal entry No. 8 
Discount on bonds, amortized..................-+- $1,250 
To—Unamortized discount on bonds........... $1,250 
To amortize bond discount for period, October 1, 
1925, to December 31, 1925. 


Exhibit 
A B Company 


Statement of cost of goods manufactured and sold for the period, October 1, 
1925, to December 31, 1925 
Raw materials: 


Less: inventory, December 31, 1925.............. 100,000 
————_ $325,000 
Operating expenses (other than depreciation)................... 150,000 
Depreciation: 
$5,251 
44,163 
Less: Inventory, goods-in-process, at December 31, 
Less: Inventory, finished goods, at December 31, 1925............ 75,000 
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Exhibit B ” 


A B Company 
Statement of profit and loss for the period, October 1, 1925, to 
December 31, 1925 


Deduct expenses 
Salaries: 
$7,500 
6,000 
$33,500 
Interest: 
6,000 
1,250 
31,000 
,500 
Reconciliation of correct profit and loss with that shown on the “‘operating”’ 
statement 
Operating Correct 
statement Difference 
Raw material purchased....... $425,000 $175,000 $250,000 (A) 
Operating expense, factory...... 150,000 150,000 
Salaries paid: 
30,000 7,500 22,500 (B) 
cas 20,000 20,000 
Interest: 
60,000 15,000 45,000 (C) 
35,000 8,750 26,250 (C) 
On notes due bank.......... 6,000 6,000 
Depreciation: 
5,251 5,251* (D) 
Discount on bonds, amortized. . . 1,250 1,250* (E) 
Total deduction. .......... $736,000 $433,663 $302,337 
Loss, per operating statement... $236,000 236,000 
Corrected profit............... $66,337 $66,337 
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Explanation of differences: 

(A) Amount of inventories on hand at December 31, 1925, not considered in 
the operating statement. 

(B) Salaries applicable to cost of construction which were capitalized. 

(C) Interest charges which were considered as a construction cost and 
capitalized. 

(D) Depreciation applicable to the period of operations, not deducted in the 
so-called “operating statement.” 

(E) Amount of bond discount applicable to the period of operations and not 
considered in the “operating statement.” 


Exhibit 
A B Company 
Balance-sheet, December 31, 1925 


Assets 
Current assets: 
Inventories: 
$100,000 
75,000 
dure 75,000 250,000 $515,000 
Unamortized discount on bonds. 95,000 
Capital assets: 
Cost Reserve for Book value 
depreciation 
1,556,501 38,912 1,517,589 


$2,706,751 $49,414 $2,657,337 2,657,337 


$3,267,337 
Liabilities and net worth 
Current liabilities: 

Notes payable to New York national bank*................... 500,000 
Five-year, 7%, notes, dated January 1, 1925................... 500,000 
First mortgage, 6%, twenty-year bonds. 1,000,000 
Net worth: 

Capital stock common, par $100................. $1,000,000 

$3,267,337 


* These notes may be renewed for a period in excess of one year, and hence 
are not considered as current liabilities. 
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No. 4 (23 points): 
A manufacturing plant, operating to the date of negotiations relative to dis- 
ition, was acquired by a newly formed corporation, the price therefor 
ing based on present sound values which were stated to be as follows: 


Present 
sound value Age 


57,550 1 year 
11,650 2 
27,660 1 year 


The estimated life of the machinery is ten years from date of original pur- 
chase; of equipment, fifteen years from date of purchase; of buildings A, 
thirty years and of buildings B, forty-five years. 

It is desired to set up the assets on the books at present reproductive values, 
with a corresponding depreciation reserve to bring their net book value to the 
“sound values” given above. Compute the “reproductive value,” the depre- 
ciation reserve, and give the future annual depreciation provision, all on the 
basis of a uniform rate each year until the book value is extinguished. 


It may be assumed for the purpose of your answer that there will be no sal- 
vage value. 


Solution: 


The problem requires, first, the computation of the present reproductive 
values and the accumulated depreciation reserve. In meeting this requirement 
it appears necessary to assume that the appraisers first determined the repro- 
ductive values and then computed the sound values by the deduction of straight- 
line depreciation for the expired life of each asset. 

For instance, the first item of machinery has a net sound value of $116,500. 
With an original estimated life of 10 years and an expired life of 414 years, the 
asset would be 45 per cent. depreciated, and the sound value of $116,500 would 
represent 55 per cent. of reproductive value. Then, $116,500 +55% =$211,818. 
The table on page 144 completes the computation of reproductive values and 
the accumulated depreciation reserve. 

The next requirement of the problem is the “future annual depreciation 
provision, all on the basis of a uniform rate each year, until the book value is 
extinguished.’’ The uniform rate requirement is understood to mean a rate 
based on the composite life of all assets. In determining this rate it must be 
remembered that the assets are to be acquired by the newly formed corporation 
at their sound values, and the depreciation must be computed on such cost, 
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and not on the gross reproductive value. Following is a computation of the 
depreciation provision and rate on a composite life basis: 


Computation of depreciation rate and annual provision—composite life basis 
Remaining Annual 


Asset Cost life in years depreciation 
$116,500.00 5% $21,181.82 
26,300 .00 6 4,383 .33 

217,300.00 1% 28,973 .33 

16,750.00 8 2,093.75 

57,550.00 9 6,394.44 

11,650.00 13 896.15 

27,660.00 14 1,975.71 

285,700.00 18 15,872.22 

16,600 .00 29 572.41 


$97,558.18 + $1,329,310 .00 =8.339%, rate to apply to sound value. 
$97,558.18 +$1,797,842.00 = 5.426%, rate to apply to replacement cost new. 


No. 5 (23 points): 

A city, with its fiscal year ending April 30th, prepares its budget and makes 
its tax levy for the subsequent fiscal year during March, taxes being payable 
on or after November ist. 

In consequence of a bond election held in June, 1915, bonds of $1,000,000 
were issued dated August 1, 1915, due in 20 years. A sinking fund is to be pro- 
vided, calculated on a basis of 4% compounded annually. 

An audit having been made as of April 30, 1926, the balance in the sinking 
fund of $409,588.25 was found to differ from the actuarial requirements. 

Calculate the correct amount which should have been in the fund and 
ascertain the annual adjustment necessary thereafter in order to meet the 
bonds at maturity, as the difference is to be spread over the subsequent levies 
and not provided for in the next levy only. 

Presume that 4% interest will be earned in future, that all taxes are collected 
in full by the end of the fiscal year and that a deposit of the correct amount 
is made in the sinking fund annually on April 30th. 


Given at 4%: 
v §=.7306902 (1+i) *=1.3685690 
v .7205867 (1+i) *=1.4233118 
vil = 6755642 (1+i)!°=1.4802443 
(1+i)?® =2. 1068492 
(1+i)?°=2.1911231 
(1+ =2.2787681 
Solution: 


Although the bonds mature in 20 years from the date of issue, the city will 
not be able to make 20 contributions to the fund, and will not earn 19 years’ 
interest onthefund. This fact is demonstrated by the following table of dates: 


March, 1915. Levy fixed for year ended April 30, 1916. 
August 1, 1915. Date of issue of bonds. 
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March, 1916. First levy which will include provision for sinking 
fund. 

April 30, 1917. Date of first contribution to the fund. 

August 1, 1935. Maturity of the bonds. 

April 30, 1935. Date of last contribution to the fund. 


This schedule of dates shows that annual sinking-fund contributions would 
be made on April 30, 1917 to 1935, inclusive, or a total of 19 contributions. 
Assuming that the fund accumulated at April 30, 1935, would earn 3 months’ 
interest to August 1, 1935, or a quarter of a year’s interest at 4 per cent., the 
fund at April 30, 1935, should be $1,000,000 + 1.01, or $990,099.01. This sum 
should have been accumulated by 19 annual contributions, computed as 
follows: 


Amount of 1 at 4% for 19 periods = 2.1068492 
Compound interest = 1.1068492 

Amount of annuity of 1 =1.1068492 + .04 =27.67123 
Annual contribution = $990,099.01 + 27.67123 =$35,780.81 


At April 30, 1926, ten contributions would have been made to the fund, and 
the amount which should have been in the fund is computed as follows: 


Amount of 1 for 10 periods = 1.4802443 

Compound interest = .4802443 

Amount of annuity of 1 =.4802443 +.04 =12.0061075 

Amount which should have been in the fund = $35,780.81 X 12.0061075 
= $429,588.25 


As the fund contained only $409,588.25 at April 30, 1926, there was a 
shortage of $20,000 at that date. 

The next requirement of the problem is the annual adjustment required after 
April 30, 1926, or the difference between past levies for bond sinking fund, and 
future levies. The past levies are computed as follows: 


$409,588.25 (amount in fund at April 30, 1926) +12.0061075 (amount 
of annuity of 1) =$34,114.99 


Since, at April 30, 1926, the tax levy for the next year has already been fixed, 
it must be assumed that only $34,114.99 can be provided for deposit at April 
30,1927, and that the first increased deposit will be made on April 30, 1928. 
The question then is, how much will the contributions at the old rate amount to 
at April 30, 1935, and how much must be provided by contributions at the new 
rate, beginning April 30, 1928? 


Contribution, April 30, 1927, at old rate............ 34,114.99 
$460,086.77 


Eight years’»interest will be earned between April 30, 
1927 and April 30, 1935. Hence multiply by amount 


Students’ Department 
Amount accumulated at April 30, 1935, from contribu- 


Amount required at April 30, 1935...............4. $990,099 .01 


Amount accumulated from contributions at old rate... 629,660.49 
Amount to be provided from contributions at new rate $360,438.52 


Since the first increased contribution will be made April 30, 1928, eight 
such contributions will be made. 
Amount of 1 for 8 periods = 1.3685690 
Compound interest = .3685690 
Amount of annuity of 1 =.3685690 +.04=9.214225 
Annual contribution at new rate=$360,438.52+9.214225 =$39,117.62 


Adjustment, effective April 30, 1928.............. $5,002 . 63 
Proof 

April 30th Amount 
$639,644.60 
39,117.62 
$771,639.54 
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$841,622.74 

39,117.62 
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THE FINANCIAL POLICY OF CORPORATIONS, by ArtHur Stons 
Dewinc. Ronald Press Co., New York. 1281 pages. 


The present volume of The Financial Policy of Corporations is referred to as a 
revised edition of the previous work of the same name in five volumes published 
some six or seven years ago. It is, however, much more than that as it consists 
of nearly one-third new matter, and it should be regarded more as a new work 
than a mere revision of the former edition. 

The chief feature which distinguishes this work from others on the same 
subject is the careful and usually successful effort made to codrdinate finance, 
economics and accounting, which is rarely attempted in works of a similar 
nature. Professor Dewing is a trained economist, a well informed financial 
student, but, one is forced to conclude, only a rather indifferent accountant. 

The greatest shortcoming of this book, written in a lucid and interesting style 
and full to overflowing with exact and well ordered information and original 
and stimulating views, is its distressingly consistent misapprehension of the 
functions of accountancy and the accountant. 

Professor Dewing’s views on this subject are thus summarized on page 453: 
“The fundamental presupposition of accountancy is that all economic values 
can be expressed in terms of acommon unit. This unit is money. Following 
upon this presupposition there are these three postulates: (1) that there can be a 
money value fixed to correspond with every economic value; (2) that this fixed 
money value changes in a definite and determinable ratio in accordance with 
changes in the corresponding economic value; (3) that any one economic value 
in a series of changes may be represented by the corresponding money value.” 

Without considering the question as to whether or not expression in acommon 
monetary unit is more fundamental than the principle of equivalence—or action 
and reaction—characteristic of double-entry, and ignoring those instances where 
correct double-entry accounts are kept without the use of a monetary unit, it 
still seems doubtful whether the assumption that all economic values can be 
expressed in terms of money is fundamental to accountancy or is even generally 
taken intoconsideration. A favorite and frequently expressed misconception of 
Professor Dewing’s is that accountancy is a system of valuation and revaluation 
which attempts to value and revalue all economic factors in a business. 

As a matter of fact and practice financial accountancy is primarily concerned 
with stating cost and realization in terms of money. Asa general rule economic 
factors until brought into the accounts by payment of money or transfer of 
property are not considered, although naturally every accountant knows they 
exist. Personal character and ability, reputation, organization—often the 
determining factors in the success of an enterprise—are seldom if ever brought 
into the accounts until their existence isevidenced by a sale or through increased 
earnings and even then they are not brought in as such. Many economic 
changes take place long before realization but are not recorded until they result 
in a change in the realizable assets. Increased value of plant, land or further 
usefulness of machinery through increase in demand for product not previously 
anticipated are examples of changes in economic value which are not and should 
not be recorded until realized. 
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Every accountant knows that monetary values in the accounts do not and 
can not change pari passu with economic values. One reason for this is that at 
the time an economic change takes place it frequently is not recognized or 
can not be measured and is often counterbalanced by some other economic 
factor before its effect is realized in money. Permanent economic changes of 
value sooner or later result in transactions which realize these changes in money 
but until that time they are not usually a fit subject for treatment in the ac- 
counts of an enterprise. Of course in the event of sale these factors, so far as 
known, would be taken into calculation but even then only to the extent paid 
for in money or property. 

The ideas that the accountant is a valuer, that his “ valuations’’ have a direct 
and determinable effect on the figures shown in the accounts and that his object 
is to present the economic rather than the financial status of a business per- 
meate Professor Dewing’s whole work and are the cause of the slurring remarks 
and unfounded implications concerning accountants scattered so plentifully 
throughout the book. 

The general plan is the same as in the former five-volume edition, that is, 
description of corporate securities, promotion of corporations, administration 
of income, expansion, failure, reorganization and corporation securities from 
the investors’ viewpoint. 

The first section is a clear and well documented description of the various 
types of securities a corporation may issue and the information, so far as facts 
go, is full, useful and admirably presented. Its effect, however, is marred by 
not infrequent sweeping generalities which are not merely inaccurate but which 
are themselves often contradicted further along in the book. 

For instance on page 4, the author thinks the setting-up of bond discount 
on a balance-sheet as a deferred charge is a “‘fictitious bookkeeping entry” 
and on page 513 the practice of writing it off in one year is “pernicious.” 

The bewildered accountant thus has the doubtful privilege of choosing to be 
either fictitious or pernicious. 

Another example: page 12 states flatly and without qualification that ‘‘ mines 
find it impossible to sell bonds’’ while on page 602 the method of providing 
sinking funds for ‘‘ most mining bonds”’ is described as ‘‘ requiring the payment 
to a trustee of a certain sum of money for each ton of mineral removed.” 
Rates for various minerals are given and specific issues by various mining 
companies are described and discussed. 

Too much attention need not be paid to venial inconsistencies such as these 
but they can not fail to detract from the value of the work as a whole, as they 
tend to cast doubt on statements which may be entirely correct and exact. 

The lurid description of ‘lawyers’ clerks’’ appraising property “ostensibly 
worth millions of dollars” and the statement that ‘securities are brought into 
existence by the mere fiat of ignorant and irresponsible clerks” (page 29) are so 
wide of the mark (the author is not speaking of cases where fraud is intended) 
as to be little better than fantastic. It may, of course, be true that clerks some- 
times temporarily represent real owners or promoters, but they are in such 
cases far from irresponsible and presumably would be so bound by instructions 
that their ignorance is of little moment. 

Professor Dewing’s book is dedicated to Professor Ripley. It would be in- 
teresting to hear the dedicatee’s comment on a whole-hearted advocacy of 


150 


[ 


Book Reviews 
_____ 


lumping surplus and the no-par stock figure together in a balance-sheet. Page 
31 states that the best way in which no-par-value stock may be brought onto 
the balance-sheet is ‘‘not to bring it on at all”. It does not seem possible 
that the potential benefit to those few stockholders who are impelled to inquire 
into the actual value of the stock will compensate for the opportunities for 
concealment opened up by this method of grouping no-par stock and surplus 
in one figure. 

The second section deals with promotion and, except for the general weakness 
as concerns accountancy, the information appears to be full and accurate and 
presented in a lively and graphic manner, particularly the chapter on marketing 
low-grade securities, which can only be described as absorbing, accurate and 
amusing. 

The third division, administration of income, is much the weakest of the six. 
Misconception of the function of accountancy colors the entire section. Page 
461 appears to say that the creation of a depreciation reserve brings a fund into 
being. Under the caption ‘Confidence in accounting methods” (page 544) 
we are told that ‘“‘the second determining factor of dividend policy, that of lack 
of confidence in the accounting methods of the corporation, is always in the 
background of the minds of corporation directors. As suggested several times 
before, accounting methods are efforts to state precisely—or rather with that 
degree of precision figures make possible—a set of varying, and in many cases 
intangible, economic values. So long as these estimates serve only as checks to 
actual conditions, errors in them are not vital. But should they mislead the 
judgment in distributing as net profit what was, in truth, capital, the conse- 
quences to the solvency of the corporation would be serious. . . . Furthermore, 
in addition to any possible losses which accountant and director alike might 
anticipate, it frequently happens that there are contingent events which no 
system of accounting, unless omniscient, could protect the corporation 
against.” 

These quotations illustrate admirably Professor Dewing’s consistent attitude 
towards accountancy which is to criticize it because it does not exercise many 
capabilities and functions highly desirable but unfortunately non-existent, such 
as the possession of exact measures of valuation and even clairvoyance, and 
then solemnly warn the world that these virtues and powers are not to be 
found within the realm of accounting theory and practice. 

Just why the distinction between income and capital should or could be 
differentiated from estimates that serve as a check to actual conditions is 
difficult to fathom as is also the state of mind of the directors of a corporation 
who pay large sums to maintain an accounting department to produce state- 
ments by methods on which they steadfastly refuse to rely. The revelations 
of such hopeless pessimism would be almost comical were they not pathetic. 

The fourth and fifth sections on expansion, failure and reorganization are by 
far the most valuable and original in the book. The application of the law of 
diminishing returns to corporate policy under the title of the ‘‘ Law of balanced 
return” is a brilliant example of the practical application of economic theory 
and forms the groundwork of these two sections. The considerations involved 
in expansion and the reasons for and against extension, depending on the type 
of business, are given clearly and fully and are reinforced by many examples. 
Anyone responsible for or associated with a corporation which has expanded 
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or is contemplating expansion would do well to ‘read, mark and inwardly 
digest’ these two sections. 

These two sections are largely based on another and earlier work by Professor 
Dewing entitled Corporate Promotions and Reorganizations and embody basic 
principles and laws deduced from the wealth of material gathered there as well 
as illustrative material from that and other sources. 

If there could be any justifiable complaint of this portion of the book it might 
be that Professor Dewing is somewhat in the position of a surgeon who is overly 
used to the diseased and abnormal and perhaps just a little too interested in that 
aspect of things. One would gather the impression from reading these two sec- 
tions that the proportion of badly organized and badly managed corporations 
is greater than it really is and that corporation management is more generally 
inefficient than is really the case. He presents so many horrible examples that 
one’s capacity for shocks and shivers is greatly dulled by this long programme of 
a financial Grand Guignol. 

The final section deals with corporate securities from the investor’s point of 
view and discusses the relative advantage of investing in money or commodities, 
as represented by bonds or stocks, and the considerations which should govern 
investment, besides pointing out that economic features especially should be 
given consideration. 

In general this book is a mine of information, written from a fresh and inde- 
pendent viewpoint, in a style more readable and entertaining than would be 
thought possible on such a subject. Views which are unusual and diverge from 
those commonly held are numerous and are fearlessly stated: for instance, on 
page 613, that the real value of sinking-fund provisions from the investor's 
viewpoint is very slight; on page 59, that the cumulative provision in respect 
of preferred-stock dividends is of little practical value; on page 26, that the 
stockholders’ investment has little real significance as security to creditors; on 
page 50,that a provision protecting the preferred stockholders in case of liquida- 
tion has little real significance. 

While one may disagree with Professor Dewing in many things his opinions 
are always clearly stated and he is never dull—qualities which are desirable and 
rare. A work such as this might conceivably be of more value in stimulating 
thought and discussion than one written less brilliantly but with a more 
meticulous adherence to accepted points of view and methods. 

Maurice E. PELOUBET. 


FEDERAL INCOME AND ESTATE TAX LAWS—CORRELATED AND 
ANNOTATED, by Walter E. Barton and Carroll W. Browning. John 
Byrne & Company, Washington, D.C. 651 pages + index. 

The prefatory comments of Federal Income and Estate-tax Laws state that 
this is the third edition of this work. 

That which will appeal to tax consultants and practitioners in this book is the _ 
ready comparison therein made, section by section in columnar form, of the 
last six revenue acts as related to income and estate taxes. As is well known. 
there have been many changes in the laws with respect to these taxes since the 
first comprehensive act was passed in 1916. 

When one is confronted with a particular issue to be raised with the commis- 
sioner the first question presenting itself is: What was the law as to this matter 
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during the year in which the issue presents itself? Then: What did the law 
provide on this particular point in preceding years and subsequent years? 
While it may be presumed that the law as to any given particular in a given 
year is the all-important one, it is quite probable that the change made in the 
wording of a particular section from that which obtained in a previous act may 
reveal valuable information as to the trend of the thought of those enacting 
the law. With this added information one reads the present act’s provision 
and obtains a more definite idea of the proper interpretation of the sometimes 
vague language used to convey the thought. It is much more convenient in 
such cases to refer to a book such as this one under review, than to dig out of 
one’s library the several enactments and make the comparison. 

In this book one needs simply to turn to the particular section number and 
from left to right read the provisions of the federal income and estate-tax laws 
of 1926, 1924, 1921, 1918, 1917 and 1916. The book also contains the revenue 
acts of 1861, 1862, 1863, 1864, 1865, 1866, 1867, 1870, 1894, 1909 and 1913, but 
as these acts are so different in structure from the later acts (and as their provi- 
sions are now comparatively unimportant), the columnar form of presentation 
is not followed. 

The indexing of this mass of vital material is most comprehensive and the 
voluminous annotations are individually brief, clear and pungent. 

This work will be found a very valuable book of reference to all who are 
interested in the subject of federal taxation. The reviewer's reaction upon 
seeing it was one of wonder that it had not come to his attention heretofore, 
(this being its third edition) and he fancies that the cause may have been his 
haste in consigning a former communication concerning it to the waste basket. 

STEPHEN G. Rusk. 


BANK BOOKKEEPING AND ACCOUNTS, by Jonn A. MEELBOOM and 
CHARLES F. HANNAFORD. Gee & Co., Lid., London. 221 pages. 


Bank Bookkeeping and Accounts, revised and largely rewritten, now in its 
fourth edition, is known as volume I of the second series of books published 
by Gee & Co., under the general title of ‘‘The accountant’s library.” Most 
accountants are familiar with the series. For the benefit of the junior 
members of the profession it may be stated that the object of this series 
is to provide detailed information as to approved methods of keeping ac- 
counts of all leading classes of industry which call for more or less special 
treatment in the manner of keeping their books and recording transactions. 
The present volume adheres strictly to its subject and explains in a concise 
manner the various transactions handled by a bank, the methods of recording 
these and the records to be kept. A full section is devoted to foreign transac- 
tions, both in relation to the foreign branch and to the head office. There 
are also chapters on the use of machines and labor-saving appliances in banking 
work, The book is intended for the use of bank bookkeepers, auditors and 
accountants as well as for accountants generally who may have to do with the 
audits of banks or who may be called upon to advise regarding their book- 
keeping records. 

D. D. F. MACKENZIE. 
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